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iv Preface 

The constantly increasing nse of the trade acceptance 
and the banker's acceptance is exerting a profound in- 
fluence on the financial management of business, and every 
business man will find the description of these credit in- 
struments and the methods of using them a source of 
inspiration and value. 

Nor are we unmindful of the financial burden that de- 
volves upon the American business man in developing 
overseas markets. The war made us the great creditor 
nation. We must arrange to handle exports and imports 
on a bigger scale and the description of the financial meth- 
ods that are usually employed will enable the business 
executive to approach this new field of activity with 
greater assurance. 

From the many constructive methods offered here, you 
should be able to draw many ideas of direct dollars-and- 
cents value. The incidents related are based on the tried- 
out and demonstrated practice of business concerns in all 
parts of the country. The emphasis thruout is on tiie 
practical everyday problems of financial management in 
a going business concern. 

J* M. S. 
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CHAPTER I 

OBTTINO THE RIGHT VIEWPOINT ON FINANCING 

What does the word ''finance" nsnally conjure np in the 
mind of a man who is preparing to go into business f If he 
is honestyhe will probably tell you that he thinks instantly 
of banks, of Wall Street, and of anything except the all- 
inclusive answer: "Day-to-day financial management." 
Newspaper stories of "high finance" have rudely dis- 
torted the real meaning of finance. In fact, when you 
talk to anyone about financing a proposition, you are 
likely to stir up unsavory thoughts of clever manipula- 
tions of funds, of honest men being mulcted of legitimate 
profits, of ''Blue Sky" enterprises started and smashed, 
and so on. This is unfortunate, and it is time all men 
visualized finance for what it is. 

« 

Financing Not Simply Banking 



The man who rushes to the bank to get help in financ- 
ing his business is only glimpsing one small phase of 
the problem. On the other hand, the man who succeeds 
^brilliantly in selling goods and nonchalantly waits for 
the money to roll in is just as far ofiF the track. Nor do 
you actually finance an enterprise when you get a lot 
of your friends to buy stock. That is only a start. It 
is like getting into a rowboat to reach the other side of 
the pond. Unless you row, you'll not get anywhere. 

1 
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2 Financing a Business 

Similarly, financing is a day-to-day affair. It means 
constant planning and watchfulness. It touches every 
point in the conduct of a business, from organizing it to 
meeting everyday working capital needs. Let us turn 
our attention, then, from Wall Street and the banks td 
all the other important features of financing. 

As one banker says : "It is astonishing how misunder- 
stood the term finance is. We constantly have to turn 
down applications for loans from concerns which need no 
money whatever. They simply need to know how to run 
their affairs. Our representatives frequently look over 
business houses which beg us for financial help, and find 
that a change in the buying policy, a better grasp of the 
man-handling problem, or a closer watch on their collec- 
tions, is the solution of their difficulty — ^not additional 
loans from us." 

When concerns, large and small, learn to keep their 
house in order financially, they will find they have learned 
to finance. Of course, this does not mean that banks are 
not highly important factors in affording temporary cap- 
ital to business. Their money-balancing influence is in- 
dispensable. Tet, financing runs the whole gamut of 
business activity. 

What Financing Involves 

In the correct sense of the term, then, you only start 
to finance your business when you get together the cap- 
ital to establish it. You must still further plan ahead to 
make a profit, you must buy right, sell on a mark-up to 
make a profit and still meet competition, have funds to 
pay workers on schedule, and collect and pay your ac- 
counts promptly. Sufficient working capital is also vital — 
in fact, you must know your business. Then, when a 
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4 Financing a Business 

temporary need arises, yon can obtain the assistance you 
require from the bank. 

Many a man who says, "I know my business from top 
to bottom," is deceiving himself. He may know very well 
the inner workings of his concern^ market conditions as 
affecting his line, his customers, and the thousand and 
one details of the daily business routine; but until he 
has visualized his position and the position of his con- 
cern and of his line of business in the world of business 
activity as a whole, and until he understands the rela- 
tionship of his individual concern to the primary func- 
tions of production, distribution, and administration, he 
cannot truthfully say that he knows his business inside 
out, or possesses the breadth of vision essential to ex- 
pansion and sound financial management. 

Impobtancb of Sound Manaqsmekt 

Many a concern has suffered failure because of poor 
financing, not at the start, but as the business ran along. 
Westinghouse and other brilliant men furnish striking 
examples of the ability to start an enterprise witjti plenty 
of money and yet make a failure of it, because they failed 
to recognize the everyday financial demands of the busi- 
ness. That is why definite and complete accounting and 
cost methods are essential to business success today. 
Under the complex general condition of trade and com- 
merce, even the smallest retail merchant cannot take the 
risk of guessing. He has to know. So all along — ^the 
manufacturer, the steel corporation, the railroad execu* 
tive — each must know the facts of his business in order 
to finance it. 

This knowledge extends to so-called "small details.'' 
For instance, one great business enterprise actually 
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makes its profits from its discounts — an item some men 
absolutely overlook. A middle-western retail store was 
forced to close its doors because its trade fell off. And 
what was the cause of such falling off? Simply that the 
owner allowed the store to become shabby in appearance. 
Competitors gradually lured Ids trade away. People 
sought the bright, shiny counters, the gayly lighted win* 
dows, and the fresh-looking stock of other stores. This 
man might have saved his business with practically no 
additional expense if he had devoted a few moments each 
day to tidying up. This is perhaps a far cry from the 
ordinary thought of financing. Yet the arrangement and 
appearance of that store were just as vital as — ^yes, more 
so than — getting a $1,000 loan from the bank. 

Not that it is bad business to borrow, altho it may be 
a sign of danger. What borrowing you should do will 
depe^d largely on the line of business you are in. Con- 
cerns having seasonal fluctuations may find it best to de- 
pend on their banks to take care of these demands. This 
enables them to keep their funds working. It is not a 
sign of the best financing to have too large an idle bank 
account. A poorly managed business is likely to have 
trouble in borrowing, regardless of whether it is mak- 
ing money or not. , 

SiZB ImMATBBIAL IK FlKAKOIKO 

No business is too small to finance itself on the proper 
basis. Every man, whether he represents a $500 business 
or a $5,000,000 one, should know the principles and 
methods of finance. The man who says he has not time, 
or that his business is too small, to consider details, is 
usually headed straight toward financial trouble. This 
has been proved by investigation of many businesses. 
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The Right Viewpoint 7 

Financing one's business is exactly the same in prin- 
ciple as handling one's private affairs. If a man receives 
a salary of $200 a month, he has to live within that simL 
He must arrange his purchases, his household require- 
ments, and his personal expenses to meet his income. 
If he borrows money to keep going without the assurance 
of an increase in salary, he must have some plan of pay- 
ing back his loan. Otherwise he is bound to get in deeper 
until, theoretically, he fails. 

FiNANCiKo Is Simple 

Financing is simple if the underlying principles are 
known. Any man can learn these principles if he deter- 
mines to do so. The mysteries of financing ascribed to 
the manipulations of Wall Street speculators and clever 
promoters, fade away when one attempts sincerely to 
analyze his market, to investigate sources of capital, and 
to plan a real business organization. For, after all, the 
same fundamentals that apply to the big concern apply 
equally to the small business. Financing in its principles 
is not variable, not an uncertain will-o'-the-wisp factor 
in operating a concern. It is definite, certain, depend- 
able, and tangible. One has only to see it in its. com- 
pleteness to understand its application to business. 

In the following chapters, therefore, will be set forth 
in detail the methods of financing a business, from secur- 
ing the capital and planning the enterprise to conducting 
its everyday affairs and protecting its progress. All thru 
the study of the wor^ however, the comparative simplic- 
ity of financing should be kept in mind. It covers many 
points, of course, but it should not be difficult for any- 
one to grasp the essentials to the extent of operating a 
business successfully. 
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SBLF-TEST QUESTIONS 



1. THE DIFFERENCE. Distinguish between "flnancing" and 
"banking." 

2. SUCCESSFUL BUSINESS MAN. Why ia he wraaUy a good 
financier? 

3. FINANCIAL MANAGEMENT. What are the principal factors 
in successful financial management? 

4. BIG BUSINESS. Explain how its financing is similar to an 
individual's daily affairs. 



CHAPTER n 

PLANNING AND STARTING THE NSW BU8INS88 

Two brothers, who were left $5,000 apieee by their 
father, launched forth in the mail-order business some 
years ago and now own a million dollar concern, doing 
an enormous annual business. Both were trained sales- 
men, and at the start their available funds amounted to 
little more than the $10,000. But they had a clear, well- 
defined plan before starting out, and they knew their field 
and their goods. 

At the outset the timid man would have hesitated to 
attempt the step taken by these brothers because mail- 
order competition was already keen, and a number of 
companies in this line had grown to awe-inspiring pro- 
portions. But since they had at their command all of 
the equipment necessary to build on a sure foundation, 
their success was inevitable. 

Here is one example of the importance of starting a 
business on absolute knowledge, and not on guesswork. 
This chapter, therefore, will take up the essential require- 
ments in planning and starting a new business, giving 
proved examples of how others have wisely shaped their 
business course. The old adage, ''Train up a child in 
the way he should go, and when he is old he will not de- 
part from it,'' is just as applicable to a business as to a 
human being. Get an enterprise started right and suc- 
cess is ordinarily two-thirds assured. 

9 
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OOMPBEHBNSIVB GbaSP NbCEBSABY 

V 

Much depends upon the method by which the problems 
of the new enterprise are approached. There is one best 
way to do everything. That way is often sacrificed for 
the sake of humoring a personal whim or sentiment of 
some executive, many times resulting disastrously. 

An eastern manufacturer's business had been founded 
by his father years before. Expansion^ necessitating new 
buildings and equipment, had become imperative. The 
manufacturer was urged by his aids to move to a nearby 
industrial center, where the labor and raw material 
markets were better, and transportation facilities much 
more favorable. But on account of the sentiment at- 
tached to the old home town, he would not move. From 
oeeupying the portion of a leader in his line, £e was, in 
a few years, forced out of business. 

A mechanic learns to operate and repair an automobile 
engine most quickly by taking it apart, studying each 
piece of mechanism in its relation to the other pails and 
to the engine as a whole. The same is true in solving 
business problems. If the executive, in approaching the 
problem, pieks it to pieces,he will discover why each proc- 
ess or department is carried on as it is. He will be bet- 
ter able to detect any lost motion or unnecessary detail, 
and, on the other liand, he may see plainly that the ad- 
dition of some detail will simplify the operation as a 
whole, the solution of the big problem resting on some 
minor factor. 

Often, in analyzing a complex situatioli, it is difficult 
to remember the details which make up the whole. If 
these factors are listed, you will have them before you in 
black and white, where they cannot get away, allowing you 
to spend your entire energy in weighing them against 
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each other, checking them off one by one, until the point 
npon which the whole problem hinges is f onnd and solved. 
A vice-president of one of the biggest snrety com- 
panies in America received his early training in big bnsi- 
ness with the largest department store in Chicago. He 
says that every helpful suggestion he made while em- 
ployed in that store was due to his "glorious fund of 
inexperience.'' This is only another way of saying that 
he was able to see the shortcomings of the store because 
he approached the problems as if they had never been 
solved. The mere fact that a thing was being done with 
a fair degree of efficiency^ and had always been done in 
a certain way, did not mean to him that it could not be 
done better in some other way. This approach to a prob- 
lem as if it is an entirely new one, gives the executive a 
chance to use his initiative and to get an entirely new 
slant on the problem. Open-mindedness, then, is a most 
important thing in approaching a business problem. 

Value of Pbeliminaby Planning 

To return to the case of the two brothers. In the first 
place their sense of the value of their $10,000 was keen. 
They realized it must be put to the best possible use. So, 
instead of hiring elaborate warerooms and offices, they 
rented a $15-a-month loft and then took hold themselves. 
Their reputation as salesmen was good and they capital- 
ized it in getting started. To explain : They knew that 
to interest customers they must have a special appeal 
somewhat different from that employed by the old estab- 
lished houses. They therefore decided that if it were 
possible, they would sell on the instahnent plan. 

To accomplish this purpose, the two men appealed to 
their manufacturer, explaining their desire to obtain 
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longer terms of credit than usnal, in order to sell on time. 
The plan was minutely worked out, showing the credit 
needed from the date of purchase to the dates of repay- 
ment by customers who bought on instalments. They 
showed the analysis of their field and the probabilities for 
future growth. The manuf aeturer, greatly impressed by 
the careful planning of the young men, agreed to supply 
a reasonable amount of goods to start them. 

The brothers did not stop here, but, realizing that their 
success would depend largely on the volume of their 
sales, laid their plans before an advertising agency with 
the ikesult that a large share of their $10,000 was con- 
tracted for in advertising. Not that this would be at 
all advisable in many businesses, but they acted accord- 
ing to the nature of their undertaking. 

Orders came in beyond their most liberal estimates. 
As fast as possible they discounted their bills and thus 
were able to secure the maximum profit. The wisdom of 
their planning was quickly proved. Today they stand 
without a peer in their chosen field. 

Contrast this case with the case of men who want to 
have their own business, but who fail to analjrze or plan 
intelligently. Is it any wonder the banker turns them 
downf Definiteness of aim, then, with details as far as 
possible worked out in advance, are necessary to in- 
terest either the banker or the investor. 

First Step — Investigation of Subject 

On this basis, what is the first logical step to taket 
Ordinarily it is the thoro investigation of all factors 
vital to it These include: 

1. The market 
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2. The competition 

3. The prices 

4. The cost of production or selling, or both 

5. The location 

6. The condition of the materials and labor markets 

7. The status of the money market 

8. The permanency of demand. 



Inqniry into the subject indicates that often there is 
woefol neglect of one or more or all of these factors in 
planning the new business. For instance, an inventor 
may be so enthusiastic over his own creation that he 
may fail to see that production expense would be too 
great to meet competition. Or a location may be chosen 
too far from the right labor market or where freight 
rates may be prohibitive. The status of the money mar- 
ket must also be carefully considered. For example, 
the cheapness of the dollar as well as the unprecedented 
expansion of trade were important factors for business 
to contemplate during the period just following the 
World War. High building cosjts made it impossible for 
some concerns to proceed with their plans, while on the 
other hand the cheapness of the dollar, together with 
other considerations, made the time propitious for some 
lines to reach out after attractive profits. This was the 
case with concerns which had large quantities of work- 
ing assets on hand. These assets were acquired at a low 
price before the close of the war and could be disposed 
of at a great profit afterwards. 

Probably more necessary to know than all other points 
enumerated for investigation is tliat of costs. Altho of 
late years great strides have been made in this direction, 
still many who seek to go into business have a startling 
misconception of the costs of doing business. This point 
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shotdd never be neglected, no matter how irksome its 
investigation may be. The man who does not know his 
costs today is lost. An automobile mannf aoturer thought 
that he was milking $300 on each machine that left his 
plant. After he failed, a cost expert was called in. He 
found that there had been a loss of $175 on each machine. 
It pays to know. 

Location is not always given proper consideration. 
Take, for instance, the experience of a middle-western 
tractor concern. The proposed capital was largely sub- 
scribed and a building was erected. When the affairs 
of the company had reached this stage it was found that 
the plant was too far not only from the labor market but 
from the sources of raw material as well. Here the delay 
occasioned by a thoro investigation would have been 
offset by a saving of several thousand dollars. 

Even a retail store needs to analyze the character of 
the neighborhood, the possibilities of the field, and so on. 
It ne^ds to determine what .is the per capita wealth, the 
nature of the buying habits of the majority of the people, 
the density of the population, and the nature of the com- 
petition. 

A wholesale house similarly has to consider closely the 
scope of its territory, the character of its dealers and 
of the competition, while manufacturing concerns must 
watch such factors as proximity to raw supplies, trans- 
portation facilities, the question of agency or direct sell- 
ing, the skilled or unskilled labor market, and all other in- 
fluences covered in the broad term, "location." 

The importance of this is indicated by the emphasis 
placed upon it by some of the most successful firms in 
the business world. For example, see the care with 
which the United Cigar Stores Company, the Woolworth 
stores, and the packing companies choose their locations. 
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As everyone knows, the retail corporations conxit •'nose 
\0f passers-by and use every test at their command 
prove the worth of a location. 

The packing companies locate one type of plant whe 
the greatest cattle receipts are assured, anotlier tyx> 
where a great fruit market is at their doors, and so o3 
Whether a business is planned on a large or small scaX^ 
these factors should be given the deepest study axi 
thought. If a concern is to make use of the products <] 
the farm, proximity to farm territory is desirable. ,A^m, 
the same time the need of ample financing' is apparezi.^ 
in order to permit of dealing with farmers and of bny-— 
ing crops right. Here the need- for adequate bankizii^ 
connections is obvious. j^sr 

It may be that a seasonal time for lannohing the ente^^^ 
prise should also be considered, especially if the ente^-^^ 
prise is of a sort subject to fluctuation, to dull and bus-v- 
periods, etc. ^^ 

Second Step — Form of the Organization 

After all of the preliminary investigations have he^^^ 
made, it is then time to consider the forming of the o^T^ 
ganization— just how large, its type, and so on. "" 

The usual forms of organization are classed as f^^ 
lows : "^ 

1. The individual proprietorship 

2. The partnership 

3. The corporation* 

How these various types are legaUy organized ^^^ 
what steps are taken to make them effective is Povtv\^ 
out in the summary on pages 22-25. 

It is worth while here to take up each of mes^^^,^^^ 
with their variations in a somewhat compr^t^^^^^^^ 
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SOLE PROPRIETORSHIP 


Applicable to 


Advantages 


Disadvantages 


Small businesses 
of >U kinds. 
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tioctir personal 
aerrice. 

Hen of ere at 
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ment and manage- 
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Simple in opera- 
tion. 

Economical for 
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PARTNERSHIP 



Applicable to 



Lftwyei's. 

Accountants. 

Kngincert. 

Stock and bond 
brokers. 

Unde rwriters . 



Advantages 



Easy to start 

Simple in opera- 
tion. 

Few legal restric- 
tions. 

High-quality men 
can be attracted to 
share in man^e- 
ment 



Disadvantages 



Limited capital 

Unlimited liabQ- 
ity. 

Danger of unde- 
sirable partners. 

Danger to busi- 
ness on death or 
withdrawal of a 
partner. 



CORPORATION 



Applicable to 



Nearly aU 
dium- and large- 
sised organizations 
—social, govern- 
mental, or busi- 



Advantages 



Limited liability. 

Ability to get 
high - grade m a n- 
agsment independ- 
ent of capital needs. 

Base in borrow- 
ing and in increas* 
ing the capital 

Ease in transfer- 
ring property rights 
or in changing 
management. 

/ Business not af- 
fected by death or 
withdrawal of mem- 
bers. 



Disadvantages 



Powers limited 
by law. 

Govemmentsl re- 
strictions. 

Tendency for 
small investor to 
have no word in 
the management 

Temptation to 
management to dis- 
regard interests of 
investor. 

Heavier taxation. 



Tm. 8.— -Forms ef Organlsatien Compared (concluded) 



18 Financing a Business I 

manner^ for much depends sometimes on the right sort of 
organization to meet the exigencies that may arise. 

THE INDIVmUAL PROPEIBTOBSHIP 

Starting with the individual proprietorship, we have 
the simplest type of business — that which is owned by 
one man. It has its advantages and disadvantages, 
which doubtless are readily apparent. , 

Advantages. — The individual can enter and retire from 
any business field he desires with little formality. Any 
field which promises large business profits can be en- 
tered by the individual. He can reap the rewards of the 
pioneer and then withdraw to take up the development 
of some new industry, when the field becomes crowded. 
This tends to keep different lines of endeavor evenly 
developed. 

When emergencies arise, the individual proprietor can 
act at once, without consulting anyone else. The possi- 
bility of prompt action may save many dollars. The in- 
dividual proprietor can also keep his business secrets 
from the rest of the world more effectively. 

Drawbacks. — The sole owner is truly an independent 
business entity. He bears alone the responsibility for 
the success or failure of the enterprise, and is thus cir- 
cumscribed in his activities. As his business grows he 
may find difficulty in inducing men whom he has devel- 
oped to remain with him, inasmuch as they can expect 
no part of ownership in the enterprise. 

There are other drawbacks to a one-man business 
which always should be borne in mind when contemplat- 
ing launching any conmiercial activity. One of these is 
the question of its perpetuation in case of the owner's 
death. Experience shows that many difficulties may arise 
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from this exigency which may seriously threaten the life 
of the business. Investigation has proved that many 
promising one-man businesses have been closed out be- 
cause it was not possible to find a successor satisfactory 
to all the heirs and relatives concerned. 

Another point to consider is the temporary absence of 
the owner. Has someone been trained to perform his 
duties and been made to realize properly the responsi- 
bility! An eastern manufacturer who was called to 
Europe on business, one day received a cable urging his 
immediate return. Prior to his absence, the business had 
been imder his sole direction and domination. During 
his absence, friction and questionings arose which 
threatened general disaster. He arrived home just in 
time to pull the organization together. Seeing his mis- 
take, he proceeded to change his concern into a corpora- 
tion, so that responsibilities could be more readily placed 
on others. 

Often, too, the one-man business is restricted ip ^ 
growth. It lacks the counsel of a number of men ^tal 1 
interested in it, and thus may suffer from the laek o 
attention to the detaUs necessary to expansioxi. 
the other hand, however, the individual proprietoxsWP 
means undivided control, and thus appeals to a- ^^t 
number of men who look forward to an inde-pexiae 
business career. 

THB PABTNBBSHIP 

The second type of business is the partnersliix>- -^* 
the outset it is essential for those intending tc> form ^ 
partnership to have a very definite, not to say :x:xxliiinat6, 
knowledge of their colleagues. Partnerships ixnpose 
heavy obligations on each member, for each on^ ^^ liable 
for all of the indebtedness of the firm. An i^s^^^xice of 
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the penalties attached to a partnership is to be found in 
the case of a Missouri man who went into a stone busi- 
ness with one whom he supposed to be his best friend. 
He invested heavily of his means and traveled much of 
his time^ selling goods and building up the business. 
His partner stayed at home and managed the enterprise, 
having had considerable experience in this line. One 
day the traveling partner returned from a trip to find 
that his work had been futile. The concern was insol- 
vent thru the mismanagement by the other partner. This 
man spent years of his later life squaring up the obliga- 
tions incurred by his colleague and for which he was 
legally responsible. 

The fact that a partnership is dissolved by operation 
of law upon the death of one of the partners is also a 
great disadvantage, for the perpetuity of a business or- 
ganization is one of its most desirable attributes. A 
partnership is a personal relationship, and a partner 
cannot sell his interest without the consent of all the 
other partners. 

The partnership is not a legal entity in the eyes of the 
law. When it is sued, the suit is entered against all of 
the partners as individuals and not against the partner- 
ship itself. The liability of one partner is the liability 
of alL 

Of course a partnership has the advantage over the 
individual proprietorship in that it usually represents 
a greater source from which to draw capital and more 
men directly and vitally interested in the welfare of the 
organization. 

In England and Canada, "limited" partnerships have 
proved satisfactory in many instances. Among the part- 
ners may be some who have invested their money but 
who take no active part in it. In the United States in- 
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active partners are taken into the partnership for their 
financial assistance only. They take no part in the man- 
agement and are liable only for the amount of their in- 
vestment. Their liability, in other words, is "limited-" 
This freedom from liability for the debts of the partner- 
ship is secured only by accurate compliance with very 
strict statutory laws. Many men who have gone into 
limited partnerships as inactive partners have found 
themselves liable for the debts incurred by the general 
partners, on account of their failure to comply with all 
the requirements of the law. It is almost as difficult to 
form a limited partnership as it is to form a corpora- 
tion. 

In spite of its many disadvantages, the partnership has 
proved a satisfactory form of organization with many 
successful concerns. The present-day tendency, however, 
is away fropi the pailnership form of organization. 

THE COBPOBATIOK 

The third general tyx)e of business is the corporation, 
and this at present is by far the most popular of all be- 
cause it is a legal entity and because of its continuity, 
flexibility, centralized control, and the limited liability 
of the investors. A corporation has the same standing 
in the eyes of the law as an individual It can site and 
be sued, sign contracts, and carry on transactions in 
the same manner as can an individual. This is a great 
advantage over the partnership. A corporation, con- 
sisting as it does of several stockholders, who are 
usually liable only for their individual investment, ap- 
peals to people with money to invest, and its perpetuity 
of existence' safeguards the future of the business. The 
directors, who are all interested as owners, naturally 
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FORMALITIES OF ORGANIZATION 

What the Law Requires in the Formation of Partnerships, 
Trusts, Joint Stock Companies, and Corporations 



■I* 



Partnership 

The formation of a partnership requires no legal proceed- 
ings. The partners merely agree to ck> business together. 
While it is better to have the definite written articles of 
partnership drawn up, this is not necessary. 

Limited Partnership 

Here it is necessary to go thru legal proceedings to secure 
the limited liability. Such a partnership is unknown to the 
common law and depends upon statute. Wliile these stat- 
utes vary in their minor details, according to the jurisdic- 
tion, yet the following may be taken as a good example: 

1. Two or more persons desiring to form a limited part- 
nership shaU: 

(a) Sign and swear to a certificate, which shall state, 

I. The name of the partnership, 

II. The character of the business, 

III. The location of the principal place of business, 

IV. The name and place of residence of each member, 
general and limited partners being respectively designated, 

V. The term for which the partnership is to exist, 

VI. The amount of cash and a description of and the 
agreed value of the other property contributed by each lim- 
ited partner, 

VII. The additional contributions, if any, agreed to be 
made by each limited partner, and the times at which or 
events on the happening of which they shall be made, 

VIIL The time, if agreed upon, when the contribution of 
each limited partner is to .be returned, 

IX. The share of the profits or the other compensation by 
way of income which each limited partner shall receive by 
reason of his contribution. 

X. The right, if given, of a limited partner to substitute 
an assignee as contributor in his place, and the terms and 
conditions of the substitution, 

XI. The right, if given, of the partners to admit additional 
limited partners. 
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XII. The right, if given, of one or more of the 
partners to priority over other limited partners, as to con- 
tributions or as to compensation by way of income, and the 
nature of suc^ priority, 

XIII. The rights if given, of the remaining general partner 
or partners to continue the business on die death* retire- 
ment, or insanity of a general partner, and 

XIV. The right, if given, of a limited partner to demand 
and receive property other than cash in return for his con- 
tribution, "" 

(b) File for record the certificate in the office of the re- 
corder of deeds of the county where the principal office of 
such limited partnership is located. 

2. A limited partnership is formed if there has been sub- 
stantial compliance in good faith with the requirements of 
paragraph 1. 

Such a certificate must be acknowledged in the same man- 
ner as a deed, and filed with the clerk of the county where 
the principal place of business is located. If the business 
is to be carried on in more than one county, copies of cer- 
tificate must be filed in those other counties. 

At the same time when the certificate is filed, an affidavit 
of one or more of the general partners must be filed in the 
same office with the certificate. This affidavit must state 
the amount of money or property furnished by each part- 
ner. If property is furnished, the affidavit shoidd show the 
actual cash value of the property. It should also show that 
the money or property specified in these certificates has 
been contributed to the common stock by each of the spe- 
cial partners, and has been in good faith applied to the 
same. Besides this, the terms of the partnership must be 
published in some newspaper of general circulation for a 
period of six weeks beginning immediately after the filing 
of the certificate and affidavit. Proof of publication must 
be filed with the clerk with whom the certificate was filed. 
This proof of publication is simply an affidavit of the pub- 
lication of the newspaper that the notice was published for 
the required six weeks. A copy of the notice is attached to 
the affidavit. The names of the limited partners cannot be 
used in the firm name. 

Trusts 

As trusts depend upon common law, there are no legal for- 
malities excepting the drawing up of the trust deed which 
establishes the trust This of itself does not need to be 
recorded, but may involve other things, such as conveyance 
of real estate, which will require its being recorded. 
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Joint Stock Companies 

These are modifications of partnerships and can usually be 
formed without the necessity of filing any legal papers. A 
few jurisdictions^ however, require the filing of the agree- 
ment under which the company it organised. In such 
cases the statutes must be comphed with. 

Corporations 

Corporations depend for their powers entirely upon statutes. 
The statutes vary with the different jurisdictions. Ordinar- 
ily a statement of incorporation is required to be signed, 
sealed, and acknowledged. This statement is usually re- 
quired to contain the following: 

I. The names and post-office addresses of the incorporators; 
Z. The name of the j)roposed corporation; 

3. A clear and definite statement of the object or objects 
for which it is formed; 

4. The period of duration; 

5. The location of its principal office in ^is state, giving 
town, or city, street, and number if any; 

6. The number of shares into which the capital stock is to 
be divided, whether all or part of ^e same shall have a par 
value, and if so the par value thereof, which shall not be 
less than five dollars nor more than one hundred dollars per 
^are, and whether all or part of the same shall have no 
par value, and if there is to be more than one class of stock 
created, a description of the different classes, the number 
of shares in each class, and the relative rights, interests, and 
preferences each class shall represent; 

7. The names and addresses, giving street and number, of 
the original subscribers to the capital stock, and the amount 
subscribed by each; 

8. The total amount of authorized capital stock; 

9. The amount of such stock which it is proposed to issue 
at once, which shall not be less than one thousand dollars; 

10. The payment of at least one-half of the capital stock 
having a par value, and of not less than five dollars per 
share for each share of capital stock having no par value, 
whidi it is proposed to issue at once, with a description of 
the nature and value of property, if any, paid for such capi- 
tal stock; 

II. The number, names and post-office addresses of the 
directors^ by street and number, at least one of whom shall 
be a resident of this state, and the term for which elected; 
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12. In Ae cage of a building corporation, a specific and 
definite description of the site for such building; 

13. Any other provisions, not inconsistent with law, for the 
regulation of the business and the conduct of the a£fairs of 
the corporation, and any provisions creating, defining, limit- 
ing, and regulating the powers of the corporation, ihe di« 
rectors, and the stockholders, or any class or classes of 
stockholdenL Such sutement shall be filed in duplicate in 
the office of the Secretary of State, on forms prescribed and 
furnished by the Secretary of State. 

The Secretary of State then issues a certificate of incorpora- 
tions. 

In some cases it is necessary for preliminary papers to be 
filed before subscription books for stock can be opened. 

Copies of the law in regard to corporations can usually be 
obtained from the Secretary of State in the proper jurisdic- 
tion. 
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take a keen personal interest in the corporation's 
a£^airSy and each one is more qt less familiar with the 
enterprise. In theory, at least, each one is fitted to take an 
active share in the management whenever necessity de- 
mands it. A corporation need never stop because of the 
passing of the chief executive. It may continue as before 
with a duly appointed successor in charge. In this sense 
it is subject to none of the limitations of the partner- 
ship, or of the individual enterprise. 

Restrictive features. — ^Because of the abuse of this 
easy form of raising capital by means of selling stock 
in the corporation, many of the states have what is 
known as a ''Blue Sky*' law, making it necessary for a 
new company to undergo a rigid test of responsibility, 
of its soundness, and of its purposes and aims before it 
is permitted to offer its stock for sale. The securities 
it proposes to offer for sale are usually the subject of a 
rigid examination, and the assets behind the securities 
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**Blue Sky'' Laws 

At the time of the publication of this book, ''Blue Sky'' laws to 
protect investors had been passed by a majority of the states. A fair 
example of some of the provisions of these laws is found in the Ohio 
statute, in effect since 1917, the provisions of which, among others, 
are as follows: 

It regulates dealers in securities, their agents, and the type of 
securities sold. The latter include any stock, bonds, debentures, ocA- 
lateral, stock or trust certificates, or other similar instrument evi- 
dencing title to or interest in property. Valid conveyances of real 
estate and mortgage bonds and notes secured by mortgage on real 
estate, securities of quasi-public corporations authorized by the state 
public service commission, and stocks or obligations of national and 
state banks and trust companies subject to examination by the state 
authorities, are exempt 

All information having to do with the proposed sale of securities 
must be filed with the Commissioner of Securities and application 
must be made to him for a license to sell. The filing fee is $6. 

The penalty for failing to follow the provisions of the act is fine 
and imprisonment. 

Besides a filing fee, an annual fee of $50 and an agent's annual 
registration fee of $5 are assessed. 



Note. — ^This r^sum6 is given merely as informational illustration of 
tlie foregoing discussion. No person should attempt to sell stock in a 
newly organized corporation without conferring with a competent 
attorney in the state in which it is proposed to engage in such selling 
operations. 



are required to be disclosed with more or less definite- 
ness. 

A spectacular example of the mushroom type of organ- 
ization which **Blue Sky'* laws are designed to prevent 
was the Pan Motors Company of St. Cloud, Minnesota. 
It was extremely successful in its efforts to interest cap- 
ital. Country bankers and others were induced to buy 
stock in order to obtain the prestige afforded by the use 
of their names. The company was soon accused of mis- 
management and of defrauding the public who had pur- 
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chased stock. A court in Chicago found the promoters 
guilty of a number of the charges made against thezi^. 
Notwithstanding examples of this kind, however, the 
public frequently is inveigled into investing in "fly-by- 
nighf' sdiemes. As is often the case, a worthy enter- 
prise finds it difficult to secure the interest of the in- 
vestor simply because of the manipulations of unscrupu- 
lous promoters. 

It is welly theii, before taking final steps to launch a 
corporation, to consider carefully and exhaustively the 
restrictions attending an enterprise of this character, as 
well as the drawbacks to be encountered, and to weigh 
them thoroly against the advantages accruing from this 
form of organization. It is obviously of little encour- 
agement to men starting in a small way to have before 
their mind's eye only the rosily painted stories of the 
spectacular success of great corporations without taking 
equally into account the burdens .as well as the risks 
they assume. 

Third Step — Plan of Capitalization 

When once the type of business is determined upon, 
then the plan of capitalization must be taken up. 

BASBS OF CAPITAIilZATION 

The nature of the business into which the young busi- 
ness man is about to enter will determine to a great extent 
the capitalization of his organization. 

Most businesses are of the type which have standard- 
ized production. For instance, a desk factory puts out 
four different styles of desks. The manager knows just 
how much material it takes to make a desk, how much 
labor, and what the overhead cost averages. These items 
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are fixed, but what about his market and his sales ? He 
must determine in advance what his sales are to be and 
then the basis of his knowledge of costs of production, 
determine his capital needs. In this class of concern the 
sales policy is the fundamental item on which capital 
needs are founded. 

The terms of sales, the rate of turnover, the purchase 
price and credit terms on raw material, and so forth, 
interpreted in the light of predetermined sales should be 
the basis for determining the amount of working capital 
needed. The amount of sales, or, in other words, the 
possible size of the market, will also determine the 
money needed for fixed assets. Many firms have gone 
down to ruin because they have made the mistake of 
figuring from the production rather than from a sales 
or market basis, when they were planning to put out a 
standard product. They have overestimated the size of 
their market. These items are discussed more fully in 
the next chapter. 

On the other hand there are enterprises, such as ma- 
chine shops doing job work, whose production is limited 
to special orders. The cost of these orders must be esti- 
mated separately as they come in, and the managers must 
determine which class of work is more profitable. Each 
case must have individual consideration as to c6st of pro- 
duction, credit standing of the customers, terms of pay- 
ment, and the promptness with which the customer pays. 
All of these points affect the profitableness of the order. 
The amount of sales does not play the important part in 
financing this business that it does in a concern which is 
on a basis of standardized production. 

Thus we see that ike new business must estima/te its 
bases of capitalization, but the older business, altho 
affected somewhat by the same factors, has definite qoan- 
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titles with which to work ; it has its own past experience 
as a gnide. 

There are three methods of determining the method of 
capitalizing a business organization. The first considers 
the net worth of the concern as the proper amonnt a\ 
which to capitalize. By net worth is meant the value of 
the investment plus any accumulation of earnings such 
as is shown in the surplus, or profit and loss accounts. 

Secondly, the cost of replacement of the property of 
the company may be taken as a basis for capitaUzatioUi 
The books show the property at its original cost, but a 
change in financial conditions may make that property 
much more valuable than the so-called "'book value." 

The third basis for computation is the capitalization 
of the earning power. Earning power is the real meas- 
ure of success by which any business may be appraised. 
It is possible, and often happens, that two concerns have 
physical assets having the same original and replace- 
ment cost, but one earns a great deal more than the 
other. In such a case it is clearly fairer to estimate the 
proper capitalization dn the basis of earning power 
rather than on either net worth or replacement value. 
In taking the earning power as the basis of capitaliza- 
tion, careful consideration should be devoted to a de- 
termination that the estimated earning power is not 
assessed on the basis of unusual causes. It should also 
be decided how the new management's policies will affect 
the earning power of the organization. 

Oumed and Borrowed Capital. — ^In considering any plan 
of capitalizatian, distinction must be made between owned 
and borrowed capital. This distinction is easily recog- 
nized m the Mse of the Individual proprietorship or the 
partnership. The total value of the assets of such con- 
cerns is offset on the liability side of the balance sheet 
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by obligations to persons outside the firm, borrowed 
capital, and, by proprietorship which includes any sur- 
plus which may have been accumulated. 

In the case of the corporation it is not so easy to draw 
an absolute line between owned and borrowed capital. 
For instance, there is a very slight difference between 
preferred stock of some kinds ajid debenture bonds. All 
of the accounts on the liability side of the balance sheet 
are obligations of the corporation as a legal entity. The 
stock represents the obligation of the corporation to the 
stockholders. However, the capital represented by stock 
is considered as owned by the corporation, because in 
several respects the advantages and disadvantages accru- 
ing to the stockholders and partners are comparable. 
That is, the stockholders take a greater risk of loss of 
capital in exchange for the possibilities of higher returns 
on their investment, than is the case with the holders of 
debenture bonds or other fixed forms of evidence of 
indebtedness. 

Methods of Borrowing Capital. — ^When an individual 
finds that he needs more capital he will usually have to 
take in a partner, or in the case of an existing partner- 
ship, to add another partner, i In both cases control is 
parted with to some extent. In the case of a corporation 
the lenders take a low return and no direct control, in 
exchange for the highest degree of safety possible. Thus 
the corporation, when raising money thru an issue of 
bonds to be sold to the general public, has the advantage 
over the partnership, since it does not, by such an act, 
throw any individual liability on its stockholders, nor 
does it part with any control over its affairs. In this 
sense, it is cheaper to effect corporate borrowing than 
to secure one or more partners. The corporation, for 
instance, can issue bonds returning 4, 5, or 6 per cent 
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instead of issuing preferred stock paying 6, 7, or 8 per 
cent. 

Year by year it becomes easier to borrow thru an issue 
of corporation bonds offered for sale to the general pub- 
lic because people are trying more and more to make 
themselves independent in their old age. To do this they 
are willing to forego large returns for increased safety 
and sure return. As this class is growing all the time, it 
is creating a large market for bonds and other securities 
of this type. 

Short-Term Borrowing. — All borrowing is classified 
as short or long term. Short-term borrowing is done by 
means of notes, acceptances, and accounts receivable. 
The notes may be classified as (1) merchandise notes, 
(2) notes discounted at the bank, and (3) notes sold to 
the public. 

1. Merchandise notes are those given to the seller by 
the buyer and usually run from thirty to ninety days 
according to the custom of the particular business. Mer- 
chandise notes are very closely allied with pure accounts 
receivable, for the notes are often given to cover the 
accounts. Many, it would almost be safe to say a ma- 
jority of small businesses are conducted to a large 
degree on this class of financing. The wholesaler will 
allow his customer the choice of two terms of settlement. 
Either the buyer may pay the full amount of the invoice 
for the goods at the end of thirty, sixty, or ninety days, 
the time depending on the length of time necessary for 
the buyer to put the purchased goods into salable form, 
dispose of them, and obtain casb, ; or the seller may allow 
the buyer to deduct a specified sum from the bill for the 
payment of cash soon after the 4^7 o^ purchase. You 
can see from this that the credit extended by whole- 
salers, jobbers, or manufacturers is .one form of 
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borrowed capital as surely as if notes or other specific 
evidence of indebtedness were involved. 

2. Notes discounted at the bank are used for three 
general purposes: (a) to finance a temporary shortage 
of fundSy as in the case of a fire, or extraordinary de- 
mand for cash due to seasonable buying, as in the grain 
business; (b) to buy salable goods, the income from 
which will pay off the notes; (c) to finance a business 
during the period of credit extended to a customer. 

3. Some large firms that need sums of cash to carry 
on their business most advantageously, make out notes 
which they sell to note brokers, who in turn sell them to 
bankers thruout the country. This form of financing 
has been widely and somewhat loosely used in the past. 
Latterly, however, the banks have demanded statements 
of the financial condition of the companies or firms issu- 
ing the notes. The thing to be guarded against is the 
issuing of notes to brokers and to the home banks at the 
same time, thus cutting off any chance of financing in a 
crisis. 

Notes sold to the public are of an entirely different 
nature from the merchandise notes and notes discounted 
by bankers and sold thru note brokers. 

These short-term notes which are sold to the public are 
usually issued as a forerunner of an issue of long-term 
bonds, in the hope that the money rate may be more ' 
favoraWe at the time of the issue of the long-time obli- 
gations. They may also be issued for the financing of 
some new branch of an established business, which it is 
hoped will prove suflBeiently profitable to enable the com- 
pany to pay off the notes at maturity. 

This class of securities is handled by regular stock 
and bond brokers and usually matures in from one to 
five years. 
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Short-term borrowing should be resorted to only for 
the purpose of obtaining working assets, which are those 
to be liquidated in the usual course of business, thus 
creating funds with which to pay the debt. Tlus phase 
of jBnancing is elaborated in Chapter X. 

Long-Term Borrowing. — ^Long-term borrowing is usu- 
ally backed by some fixed asset as security. This has led 
to the practice of speaking of this class of obligation as 
a **funded debf A great variety of assets is used as 
the basis for such security in business today. Real estate, 
buildings, machinery, and equipment, stocky and bonds ; 
these and many other types of fixed assets serve as 
security for long-term borrowing. 

The use of a mortgage on fixed assets is the basis, in 
some form or other, on which most long-time borrowing 
is done. In case a person or firm desires only a small 
amount, someone can usually be found who will be will- 
ing to supply the whole amount needed. In case a large 
amount is needed, say $10,000,000, it is highly improb- 
able that one person could be found who would be 
willing to furnish the whole sum. There are two parts 
to a mortgage which affect the procedure of borrowing 
money. One is the part which conveys the propejrty to 
the person who loans the money, or to a trustee who rep- 
resents him. The other is the part which "bonds" the 
borrower to repay the lender. In case the borrower 
fails to repay or fulfil other requirements stated in the 
mortgage, such as payment of interest, the lender is 
given the right of "foreclosure" in some form on the 
property conveyed, to repay him for the money loaned. 
The usual method when large amounts are needed is to 
create a trustee, usually a trust company, which holds 
the title to the property mortgaged in behalf of the bond- 
holders. The bonds can then be issued and will have a 
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proportionate lien on the property held in tmst, accord- 
ing to their size. 

The borrowing of an amount for a longer time than 
five years is spoken of as '4ong-term" borrowing. Most 
long-time borrowing is done thru the agency of bonds. 
The word ''bond'* covers a wide field of securities. A 
working knowledge of bonds and their use is essential to 
the modem business executive. The different kinds are 
discussed in detail in another chapter. 

THE BANKEB AS A BUSINESS ADVI8BB 

So much for the different methods of raising capital 
But before a final method is determined upon, indeed 
before any of the financial steps are decided, it is usually 
wise to discuss the subject in more or less detail with a 
banker. The choice of a banker is taken up in detail in a 
later chapter, so that here need be discussed only the 
general advisability of having a banker for your busi- 
ness friend. There was a time not so far distant when 
most men would have shaken their heads dubiously over 
this recommendation, and even now there are evidences 
that the old traditional dislike of the banker still obtains 
among young men trying to get a business start. This 
dislike is largely the result of the conservative attitude 
of bankers toward young men just getting a start in 
business. Formerly, the man who succeeded in getting 
a loan from the old-time banker usually had to have 
money already back of him, and his concern had to be a 
going one. That type of banker did not realize that those 
young men who came to him for help were all possible 
means of future revenue for the bank. He did not see 
that with his advice and financial support he would build 
up a valuable clientele. The fact that the modem banker 
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realizes his opportunity is illustrated by the motto of a 
prominent Chicago bank, ''Built on the Success of the 
Young Men We Have Helped." SucI^ banks as these 
have surrounded themselves with a staff of business ex- 
perts whose knowledge and experience is available to the 
customers of the bank. . 

But even granting that your banker can see in your 
proposition no present basis of credit, he may be able to 
hiBlp you plan your enterprise so that you may later be 
entitled to a line of credit. Competition, progress, and 
a better understanding of service have combined greatly 
to transform the old type of banker, against whom so 
many young men have seemed embittered, into an officer 
desirous of extending the fullest co-operation. A num- 
ber of successful young men who have been interviewed, 
point out the folly of approaching a banker with a "chip 
on your shoulder." It doesn't pay. Even if a line of 
credit is not forthcoming, it is well to discuss freely 
with the banker your plans and financial needs. Estab- 
lish a banking connection and, once satisfied with it, 
keep in frequent touch with one or more of the officers. 
Their service is naturally circumscribed by the banking 
laws, but notwithstanding tradition, you will most likely 
find them interested in your success, for bankers are ^Iso 
business men. 

For example, a large gum manufacturer early in his 
career appealed for financial help to the vice-president 
of a middle-western bank. Under strict banking rules 
the banker could lend the applicant no money, but he 
was so impressed with the enterprise that he himself fur- 
nished sufficient capital for his client to go ahead. To- 
day that manufacturer is a director in the same bank. 
Many other instances show the wisdom of keeping close 
to your banker on all your business moves. Often he 
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can help you detennine the proper plan of capitaliza- 
tion and how much you will need. 

THE PUBLIC ACOOUKXAKT A8 AN AI^VISEB 

Another business expert whom you would do well to 
consult, is the public accountant. Accounting organiza- 
tions accumulate a vast fund of knowledge and experi* 
ence along all business Unes, making them a valuable aid 
to the promoters of a new business. They have found in 
the course of their investigations just where are the 
strong and weak points of almost every business. There- 
fore they are possible sources of advice that should not 
be overlooked. The necessity of correct costs Has been 
mentioned. It will pay to get a certified public account- 
ant to install a complete cost finding and accounting 
systeuL This class of business men are business doctors 
and can be used advantageously for preventive as well 
as curative purposes. The old saying, "'An* ounce of pre- 
vention is worth a pound of cure/' is equally as true in 
business life as in any other direction. 

Capitalizing the Individual Proprietorship 

The capitalization of a business to be conducted under 
individual proprietorship is a comparatively simple mat. 
ter, as the proprietor is himself the one thru whom all 
the capital is provided. As a rule, such concerns cannot 
grow to very large proportions with any great degree of 
success because their capital is rarely adequate to enable 
them to rival the operations of capital combinations. Fur* 
thermore, the risk of crushing liability which faces the 
individual proprietor is usually an obstacle in the way 
of successful expansion beyond reasonable limits. 
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Capitalizing a Partnership 

It the concern is to be a partnership, each partner 
contributes toward the assets of the partnership what- 
ever is agreeable to all. Sometimes it may be expert 
counsel or property, rather than actual money. These 
points are determined by mutual agreement of the part- 
ners for the best interests of the business, and are set 
forth in the articles of partnership agreement. Here a 
banker of the right sort can be of value to the principals 
in helping to work out their problems. The amount of 
the investment to be made must be determined by the 
amount of business it is estimated will be done, the re- 
quirements of the particular business, and the initial 
scale of operations. 

Capitalizing a Corporation 

In planning the capitalization of a corporation, many 
serious problems are likely to arise, usually requiring 
the assistance not only of a banker but of a lawyer. If 
it is desired to guide the policy of the company as well 
as to control it, the incorporators should make sure that 
there is no possible way for outsiders to gain control. 
In most cases the majority of the stock is kept in the 
hands of the men who have organized the corporation. 
The original agreement of theories as to policies, which 
brought them together, will usually make it unnecessary 
to take any such precautionary steps looking to a retain- 
ing of control. One method frequently followed, how- 
ever, is to buy for or have donated to the treasury of the 
company enough of its own stock to insure control of the 
company even if some of the heavy stockholders should 
sell out to minority interests. Such stock is termed 
** Treasury Stock.'* 
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It ^vonld not be within the scope of this book to go 
specifically into the broad field covered by the subject of 
capitalization, because each new concern is necessarily 
affected by the special circumstances existing in each 
case. It cannot, however, be too strongly urged th^t in 
cases where it is desired to provide for future control, 
the most careful guidance should actuate every move. 

OAFITAL MAY DEMAND OOKTBOL 

Any jeopardizing of control may be a serious draw- 
back, yet sometimes it is necessary to relinquish it in 
order to obtain the capital with which to launch an en- 
terprise. For instance, the inventor of a valuable patent 
in connection with the oil business tried unsuccessfully to 
organize his own company. No one dared to join him 
because of his doubtful business ability. Finally, he ap- 
pealed to a banker in his home town. The banker agreed 
to finance him on the condition that he be allowed to hold 
62 per cent of the capital stock. He convinced the inventor 
that only in this way could there be assurance of proper 
business management. The company was finally 
launched on this basis with business men in control, and 
all, including the inventor, received a splendid profit 
from the prosperous regime that followed. 

r 

DIFFEBENT CLASSES OF CORPORATE CAPrTAL 

The capital of a corporation is represented by stocks, 
by bonds, and by the surplus it owns. Stock certificates 
are, in theory at least, the paper evidence of the capital 
which the corporation owns. The bonds are evidences 
of the indebtedness of the corporation and represent 
borrowed capital, the repayment of which is promised at 
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a fixed time. The "surplus" may be funds subscribed by 
the stockholders before the corporation is launched, or 
it may represent profits earned by the corporation and 
retained as working capital, instead of being distributed 
to the stockholders. The stocks and bonds of each cor- 
poration have distinctive features as set forth in their 
charter and by-laws. We shall confine ourselves in this 
chapter to a brief discussion of the various kinds of cor- 
poration stocks. 

The most popular kinds of stock are the common and 
preferred, in their many forms. The reason for having 
different kinds of shares is to attract different types of 
investors. Preferred shares, or preferred stock, are de- 
signed to attract the investor who is a little more daring 
than the one who invests in bonds which have a lien on 
the property, but does not wish to risk investing in com- 
mon stock. Common stock gives up the first rights to 
assets and dividends on the chance of gaining larger 
dividends after the other classes of security holders 
have been paid. 

Preferred stock is that stock which is described as 
being preferred both as to dividends and assets, that is, 
this class of stock must receive dividends at the rate 
stated on the stock certificate before the other share- 
holders are entitled to anything. In addition, preferred 
stock shares in the division of assets, in case of the dis- 
solution of the corporation, up to its par value, and it 
has a priority right to this ahead of the common stock. 
There are two common kinds of preferred stock: the 
regular and the cumulative. The dividends are payable 
on certain dates and at fixed rates in both cases, but in 
the case of the cumulative, dividends accrued in the 
past must all be declared and paid before any are paid 
to the regular preferred. As distinguished from the 
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cumulative preferred, when a dividend on the regular 
preferred stocks is "passed" without the directors de- 
claring a dividend, that dividend is lost to the regular 
preferred. On the cumulative preferred it "accumu- 
lates" imtil paid. Hence the name "cumulative." 

Common stock is entitled to dividends and to share in 
the division of assets upon dissolution of the corpora- 
tion only after the bondholders and preferred share- 
holders have been paid what is due them. Investors who 
buy common, stock do «o because they believe that there 
will be enough profit left after the other security hold- 
ers have been paid the fixed amount due them to pay the 
common stock holders more than has been received by 
the others. They give up security of income and capital 
in return for larger possible income. Also, as a rule, 
the voting power is restricted to the common stock, thus 
giving control of the enterprise to the holders of com- 
mon shares. 

Founders' Stock. — ^Recently there has been a new type 
of stock introduced by several American corporations, 
called "founders' stock." The purpose of issuing this 
stock is to attract to the organization brains and ability 
obtainable otherwise only at spectacular figures. These 
so-called founders' or managers' shares are really only 
another form of profit sharing by means of super-pre- 
ferred stock, usually held conditionally by those who 
promote the business, manage it, or are employed in Or- 
by the business builders, in short, as opposed to the 
mere investors. 

In cases such as this, the regular and cmnulative 
preferred stock is not affected as to rate of dividends, 
but the chance of very large returns to the holders of 
conamon is eliminated. In a recent flotation $15,000,000 
of common was issued and 100,000 founders' shares at 
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$5 per share. But the by-laws provided that the holders 
of founders' shares should receive the same amount, not 
the same percentage on the investment, as the holders of 
the common stock. If the company declared an 8 per 
cent dividend on the common stock, it would amount to 
$1,200,000, and a like amount would have to be paid to 
the holders of the founders' shares. This would mean 
that the holders of founders' shares would receive 240 
per cent on their investment, which would tend to keep 
the surplus so low that there would be no chance of a 
stock dividend. 

These shares also frequently permit of considerable 
disproportionate control, each founders' share, in the 
case just cited, having the same voting power as ten 
shares of the common. 

The par values of stocks may vary in common prac- 
tice from $1 to $100, according to the class of investor 
the promoters wish to reach. The $100 and $10 par 
value stock are probably the most popular, altho $56, $5, 
and $1 shares are frequently issued. The smaller de* 
nominations are used in popular and speculative issues 
of stocks intended for a wide distribution. It makes it 
easier for the small investor to participate, and psycho- 
logically there seems to be more to ten $10 shares than 
to one $100 share. Old corporations, with large acca- 
mulations of surplus and seasoned dividend records, 
whose stocks have reached a high market value fre- 
quently break these shares up into smaller denomina- 
tions to popularize the stock in the market. As a rulci 
the combined market value of the smaller shares will be 
larger than the combined value of the previous high- 
priced shares. The explanation for this lies in the 
wider market and increased opportunity for speculative 
operations that the larger number of shares makes 
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possible. This, of course, applies only where there is 
active trading in the shares. 

A method of avoiding the whole question of amount 
of capitalization and the relation between the value of 
assets and the amount of stock issued is that of issuing 
common stock without any par value. The tendency 
seems to be for this practice to increase, and many large 
corporations have adopted the plan. Its chief recom* 
mendation is that all appearance of over-capitalization 
or "stock watering" is avoided. Moreover, the confusion 
arising in some instances out of existing variations be- 
tween the market value and the par value of stocks is 
eliminated. 

At the same time, there need be no misapprehension 
as to the book value of each share if the number of 
shares outstanding is known, since the excess of assets 
over liabilities to outsiders, as indicated by the balance 
sheet, represents the total value of the stockholders' 
equity in the corporation. 

How much capital is needed to start the enterprise, 
the importance of a budget plan for day-to-day needs, 
and the relation of sales and general operations to cap- 
ital, will be taken up in later chapters. It need only be 
emphasized that the right foundational start, as outlined 
in this chapter, is ordinarily essential to the satisfactory 
and permanent progress of the enterprise. 



i SELF-TEST QUESTIONS 



1. OPEN-MINDEDNESS. Why is it so significant in the han- 
dling of business problems? 

2. CHIEF CHARACTERISTICS OF SUCCESS. What did the 
two brothers with the $10,000 manifest in this respect? 

3. INDIVIDUAL PROPRIETORSHIP. Why is it losing its 
popularity? 
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4 PARTNERSHIP. When my this foim of orgaaizaticm be 
need to best advantageT 

5. CORPORATION. EzpUin its relation with the ''Blue Sky" 
laws. 

6. CAPITALIZATION. What are the various bases for eapitali- 
zation? 

7. SHORT-TERM BORROWING. When is it expedient? 

a LONG-TERM BORROWING. What are its salient features? 

9. THE BANKER. Is his good will to be cultivated, and why? 

10. THE PUBUC ACCOUNTANT. Why is he an important ad- 
viser? 
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CHAPTER in ^ 

HOW BfUCH CAPITAL WILL YOU NEED? 

Ask any banker or experienced business man the 
reason for nine out of ten of the failures of new enter- 
prises and you will probably receive the time-worn but 
illuminating answer, "Lack of capital." As a matter of 
fact, the first big question in starting a business after 
all preliminary investigations and plans have been made 
is, "How much capital is required?" Since the war, the 
changes in the value of the dollar have added to the com- 
plexities of the question. It would obviously be difficult 
to lay down inflexible rules to govern each particular 
case that might come up, yet it is possible to indicate the 
general requirements of financing a new business. 

Bight here, let it be said that investigation points to 
the fact that too many men jump haphazard into a prop* 
osition, giving it little or no analysis. Enthusiasm is a 
great factor with successful men, yet you will find that 
the large and powerful business houses that started on 
the proverbial "shoe-string" have usually attained to 
their commanding portion as the result of early analysis 
of their vital problems by th^ promoters. 

When Swift, the elder, came west to Chicago to estab- 
lish the packing industry, he had ^ready visualized the 
whole proposition. He saw Htst a central plant would 
obviate not only waste in the neighborhood slaughtering 
houseSy but the unsanitary methods as well. Having a 
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clear conception of hid business and his field, he was 
able to estimate his capital requirements and to con- 
vince others of the wisdom of his undertaking. 

OOMFLBTB KnOWI^BDOB OF CoSTS ESSBKTIAL 

One of the serious influences opposed to sound busi- 
ness today is the lack on the part of many business men 
of a complete knowledge of costs. Without this, as 
pointed out in a later chapter, it is useless to try to de- 
termine capital requirements accurately. 

A small manufacturer in the West who had met with 
unusual success during his first two years, showed that 
his progress from the start was largely due to his close 
analysis of costs. He had little ready money, but owned 
a valuable farm. Going to his banker, he presented his 
plan, and obtained a loan on this property. He spent 
most of his time in the factory, endeavoring to cut down 
his costs. Little by little he contrived new devices for 
his machinery to increase production without adding 
materially to his expense. His constant attention to 
costs at the start and his knowledge of production ex- 
pense W9.S one of the b^g factors in his initial success. 
He anticipated his capital requirements and proved to 
his banker that he was headed in the right direction. 

Admittedly, it is di£Scult to compile an accurate 
budget of expenses any great length of time in advance, 
but close analysis will ordinarily show the approximate 
needs of the business. 

In making this analysis it is always well to confer with 
your banker. If he is not receptive, analyze the project 
again and decide if the banker is justified in turning you 
down. If several bankers are unreceptive, it is almost 
sure that the proposition has something wrong. 
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If business men would follow this line of action regard- 
less of their personal prejudices one way or another, 
rather than wait till they are involved in financial 
troubloi there undoubtedly would be fewer failures. 

The Needs fob CAPiTAii 

In general, capital needs come under classifications 
somewhat as follows : 

L Preliminary or Orjianixaiion Expensi. 

A. Investigation of the project 

B. Assembling of parties who may be willing' to participate. 

C. Canvass of territory to ascertain if sufficient business can 
be obtained. 

D. Preliminary engineering and legal advice on the proposi- 
tion. 

E. Estimate of the cost of plant and probable income. ^ 

F. Incorporation of company. " 

G. Expense of company organization during construction. 
H. Interest on capital tied up during construction. 

I. Taxes and insurance during construction. 

J. Financing, including bankers' commission, discount pn 

bonds, and promoters! profits and expenses. 
K. Legal services. 

II. Initial IwvestmiuU 

A. Fixed capital. 

1. Property. 

2. Plant. 

8. Equipment. 

4. Other fixed assets. 

B. Acquiring or establishing the businees. 

1. Advertising. 

2. Expense of canvassing: for business. 

3. Interest on investment until business becomes self-<sup- 
porting. 

4. Taxes and insurance durincr that time. 

5. Cost of mistakes in oonstructiont equipment^ advartis- 
ing, etc 

C Purchasing of intangible assets. 

1. €oodwiU. 

2. Patents, copyrights. . 
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O. Working capitaL 

1. Stores and supplies. 

2. Capital sufficient to carry on business until the returns 
on sales are received. 

£• Funds for expansion (discussed in Chapter VII). 

Organization Expense 

The expenses listed nndet organization expenses are 
usually consolidated into one account in the general 
ledger, which is abs^orbed by the profits of the concern 
over a number of years. This is usually spoken of as 
''writing off" the organization expense. In some cases 
these expenditures are considered as a cost of the busi- 
nessy just as much as pldnt and equipment. It is conse- 
quently capitalized, being included with the fixed capital 
assets. Promotional expense includes the compensation 
of the promoter who has charge of selling the securities, 
advertising, office rent, and railroad fare and other ex- 
penses of the promoter and his staff. It takes much 
longer to get some kinds of organizations running than 
others. For instance, it may be several years between 
the time when the construction of a railway is started and 
the time the first revenue is received from operation. In- 
terest on the immense amount of capital tied up during 
this time must be provided for. 

Often the item of preliminary expense is compara- 
tively small, yet it has to be taken into consideration. 
The nature of the business, its contemplated size at the 
start, and its field govern the amount to be set aside for 
this purpose. It may be very inconsiderable for a small 
retail store, and of large proportions for a concern plan- 
ning the manufacture of some highly technical product. 

For example, a salesman for a western tailor decided 
to embark in the business for himself. He had held his 
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position for several yeait's and knew the field, the desir- 
able locations for shops of that kind, and the friendly 
attitude of many of his patrons. He knew labor costs, 
the prices of materials, and also the approximate rental 
values in the retail center. His preliminary expenses 
were therefore negligible. He was able to proceed with 
his equipment plans immediately. 

On the other hand, a company of men, formed to man- 
ufacture an imitation leather product, found it necessary 
to spend thousands of dollars in order to get started. 
Many tests of the product by experts had to be made to 
assure p?:ospective investors of its worth. Offices had to 
be rented for the purpose of carrying on preliminary 
details of the organization. Salary expenses of assist- 
ants, and so on, all came in to consume the capital of the 
company. It was a hard struggle, in fact, to get the 
enterprise on an initial small production basis. 

Initial Investment 

FIXED CAPITAL 

Initial investment in fixed assets usually can be fairly 
and readily determined. If property is rented or pur- 
chased, the investment is definitely determined. Equip- 
ment, such as machinery, furniture and fixtures, and so 
on, can be approximately estimated, provided that their 
costs have been thoroly gone into. Here, however, the 
tendency seems to be, as revealed by investigators for 
this volume, to plan more elaborately than necessary. 
It usually happens that extravagance has to be guarded 
against. This is a highly important point to bear in 
mind. Before capital is invested in fixed assets the test 
should be applied: "Is this the most profitable way to 
invest this sum ? Will it earn more profits this way than 
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if invested in working assets!" You have seen some 
expensive display device in a retail store, which is not 
being used. The capital tied up in it could be used effi- 
ciently if working assets had been purchased. 

8TABTIKQ THB BUSIKBSS 

So it is in the other business activities. Expensive 
mahogany furnishings may not be required for the infant 
enterprise. A loft at cheap rent may fill the require- 
ments as well as an expensive iadividual building. 

The expenses listed in the financial statements of many 
new concerns under the class of ''Cost of acquiring and 
establishing a business" are suggestive of the amount of 
initial capital needed to gelt a business under way with- 
out financial embarrassment. 

No matter how thoro the investigation of all phases of 
the starting of a new business may have been, it very 
rarely happens that the organizers have made perfect 
plans. The building and the arrangement of the ma- 
chines may have to be changed before the plant is 
started, for the sake of efficiency. This all involves a 
considerable loss which is really a preliminary expense. 
The product may have to be changed ; also it may be dis- 
covered that the advertising is not the right kind. All 
of these difficulties may arise in starting a business, and 
in estimating the capital needed, it is advisable to take 
them into consideration. 

INTANGIBLE A8SST8 

The value of intangible assets, such as patents, trade 
marks, and copyrights, can be estimated easily and with 
a fair degree of accuracy. The item of goodwill is more 
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intricate and the estimate of its value should be made 
very carefully and conservatively. One writer says, 
'^Ooodwill is the capitalization of that portion of the 
earning power of a business which is not credited to 
other assets." The average earning power for several 
years is taken as a basis on which to make the calcula- 
tions. A certain percentage on the actual capital in- 
tested is deducted from the average earnings. Other 
deductions should be made for estimated earnings due 
, to unusual circumstances, such as extraordinarily f avor- 
able^ contracts which cannot be renewed. After these 
deductions are made the remainder is capitalized at the 
percentage of calculated earnings. 

WOBKIKQ »0 APTTAL 

After all these points have been wisely 
settled, the question of working capital 
comes up. And this often is far from ea/sy 
%^l^ to determine. Working capital is invested 
Fio. 8.— G o 1 1 in cash, raw material, work in process, fin- 
worki^iur' Cap^ i^hed i)roduct and accounts or notes re- 
tai ceivable. All working capital is being 

colf^JTcfoJ-B^n changed from one form to another thru a 
f n*^ c*? e' aTJ regular cycle, usually in the order illus- 
wS-kinf^capi' tratcd on page 58. The fact that the 
ui requireo. influences which affect the several elements 
of the cycle are constantly changing, makes it very 
di£^cult to estimate the amount of capital' needed 
for this part of the business. Fluctuating commodity 
and labor prices, unforeseen delays, credit problems, un- 
expected competition, possible flaws in the product that 
need correction, and changes in business conditions, all 
have to be borne in mind in determining the necessary 
working capital 
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Fm. 9.— Time Fac- 
tors and Work* 
Ing Capital 

Showlnff how 
tlma faetora in n 
bnatneaa may tn- 
«raaa« amount of 
working capl* 
tal required. 




The amount of working capital needed 
in a business depends npon the three 
general factors of cost, time, and volume 
of production, that is : cost of producing 
a unit, multiplied by the time consumed 
in producing a unit, multiplied by the 
volume of business done. The relation 
of these three general factors to the 
amount of working capital can readily 
be understood by studying the figpire called '^The 
Working Capital Cube.*' However, it should be remem- 
bered that these three elements do not always increase in 

the proportions indicated by this figure. 
The general nature of the business will 
have a great influence in determining which 
of these three general factors is most re- 
sponsible for the amount of working capi- 
tal needed. This is illustrated and ex- 
plained by the thumb-nail sketches shown 
on this and the preceding pages. Each one 
of these general factors will be influenced 
by other more specific factors which affect 
working capital and are listed below. 

The factors that affect working capital are : 

1. Terms of purchase 

2. Period of manufacture 

3. Turnover 

4. Terms of sale 

5. Seasonal variations in business 

6. Type of material handled (liquid) 

7. Ease with which stock can be obtained. 

All of these factors have a different effect in each busi- 
ness upon the amount of working capital necessary, 



Fio. 10. — Vol- 

nme Factors 

and Working 

Capital 

Showinff how 
Tolume factors 
in a business 
may increase 
am o u n t of 
working capi- 
tal required. 
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according to whether they hasten or retard the movement 
of the capital thru the cycle mentioned above. 
The terms npon which purchasea ean be made are very 



COST FACTORS— The more costly and less liquid ^e raw ma- 
terialB, and the more coitly the procesKs of production, distribn- 
tion, coUection, and adminiatration, the greater uie amount of work- 
ing capital required. 

TIME FACTORS — The longer the time of the tnmover, tliat it, 
the greater tiie period when money is tied up in a traasaction, the 
greater the amount of working capital required. 

VOLUME FACTORS— The greater the volume of the bnsiaeu, 
tlM greater die amount of working capital required. 

THE WORKING CAPITAL CUBE 

The amomit of working capital required in a busineas is the re- 
■tihant obtained by multip^ing togedier the values governed by 
three sets of factors— Cost Factors, Time Factors, and Volnme Fac- 

Fio. 11.— The Working Cai^tal Cube 
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important to the business. If payment does not fall due ' 
until the purchases have been put in a salable form, sold, 
and the money collected on them, it is possible to oper- 
ate with a very small working capital* 

In some manufacturing industries the raw material is 
changed to the finished product in a few hours, while in 
others it is months from the time the raw material enters 
the plant until it is ready for the market. In the great 
meat industries, the cattle are bought, killed, and made 
ready for the butcher within twenty-four hours. The 
hides from these same cattle are the raw material for 
the tanneries and are in process of tanning from six to 
twelve months, causing a tie-up of a vast amount of 
working capital. 

It is self-evident that the shorter the time between 
the purchase of raw material and the sale of the finished 
product, the greater the speed with which the working 
capital revolves thru the cycle. 

The rate of turnover is obtained by dividing the 
amount of gross sales at cost price by the average 
amount of working assets at ' cost price. Increasing the 
turnover will result in several benefits. It increases the 
volume of sales, which means more profits ; it revolves 
the working capital more rapidly; and the greater the 
speed the smaller the amount of working capital re- 
quired, because the capital is not tied up in stock so 
long. 

Jones and Smith are rival tobacconists. Jones is sat- 
isfied to let the trade come to Iiith as it will, for he is 
making a good profit on his money. Smith is a hustler, a 
good mixer, and realizes the value of a quick turnover. 
Jones has a $500 stock of goods (cost price) which he turns 
over six times a year. He sells it at a net profit of $250 
making a yearly net profit of $1,500. Smith's stock cost 
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$250. He tarns it over twelve times in the course of a 
year, at a net profit of $100 each time. His net profit for 
the7earis$l,200, or $300 less than Jones's. But on the 
hasis of capital invested Smith has out-classed Jones, for 
he has made his capital back 4.8 times while Jones made 
his back only 3 times. 

Terms of sale have much to de with the amount of work- 
ing capital required. Long-time terms demand greater 
capital to carry the business along from the time the goods 
leave the establishment until they are paid for. Espe- 
cially is this true of selling on instalment. Capital is 
obviously tied up when long periods of credit are granted. 
The interest usually charged the customer, of course, 
covers the seller, so far as the profits are concerned, but 
the instalment house must prepare to finance itself over 
this period allowed its customers in which to pay. 

Instalment-Plan Selling. — ^The financing of a business 
selling on the instalment plan is one that caUs for the 
working out of a very careful financial policy. One diffi- 
culty of financing this kind of a business is that all of the 
expenses of the sale are incurred before the sale is made, 
but not all the cash from the sale is received for months 
afterward. 

This difficulty is one of having working capital tied up 
in book accounts. The problem is to convert those book 
accounts into cash. One of the several ways is to sell or 
assign these accounts to financing corporations which 
make it their business to finance instalment houses. An- 
other is to obtain a loan from the banker, which may be 
advanced if the financial statement of the instalment 
house shows the proper relation between working assets 
and liabilities. Or at the time of sale, notes can be taken 
for the amount unpaid which can be discounted or sold on 
the market. The trade acceptance is playing a larger and 
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larger part in financing such business, as is well illus- 
trated by the method for financing the automobile indus- 
try by credit or financing corporations. 

The loss from failure to carry out contracts will also 
amount to a large sum if the proper safeguards are not 
taken to protect the seller. These safeguards are the 
making of a contract with the buyer which will protect the 
seller from loss as far as possible. Altho the article pur- 
chased may be taken back, the expense of the sales and 
collection departments cannot be recovered. 

Part Played hy Credit Organizations. — The automobile 
industry presents a fine example of how business enter- 
prises can be^ financed by means of the extension of credit. 

This industry, from the viewpoints of production and 
distribution, is largely dependent upon credit corpora- 
tions. These credit corporations have been organized 
and developed mainly for the purpose of helping the auto- 
mobile manufacturer, distributor, and dealer finance their 
business. 

The distributor, whose credit standing has been estab- 
lished with the manufacturer, buys fifty cars, paying from 
10 to 20 per cent in cash and giving trade acceptances for 
the balance. The credit corporations buy these accept- 
ances after they have been indorsed by the manufacturer. 
The distributor may desire to store the cars in a public 
warehouse or upon his own floor. In the first case a nego- 
tiable warehouse receipt is issued to cover the car and is 
sent to the credit corporation. 

In the second case a trust receipt is signed by the dis- 
tributor, and is turned over to tibe oredit corporation by 
the manufftctorer. These trust receipts are sent to the 
local bank in the town in which the distributor is located. 
The credit corporation informs the distributor that the 
local bank holds the trust receipts and that the bank most 
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be paid before the cars can be delivered. The sale of cars 
to the dealer by the distribntor is financed by the same 
kind of transactions as are used to finance the distributor* 

The phenomenal success of the credit corporations is 
due to the care with which they investigate the credit 
standing and the soundness of the financial character of 
the distributors, dealers, and the users who finally buy 
the cars for their own use. 

The user who desires to purchase a car on time fills out 
a financial statement which is sent to the credit corpora- 
tion, and is checked up thru its local financial representa- 
tive, usually the bank. If the corporation gives its ap- 
proval the car can be sold. Usually 20 per cent is paid in 
cash, and notes with a chattel mortgage on the car as col- 
lateral are given for the remainder of the purchase price. 
These notes are indorsed by the dealer and sold to the cor- 
poration. Under times of money stress, as after the 
World War, an initial payment of 50 per cent is required 
by some dealers. 

The time-selling price is slightly more than the casl^ 
price, the difference covering the expense of taking out 
insurance by the credit corporation to protect itself 
against any possible loss. When the notes are paid, the 
insxurance policies are sent to the user, and he is protected 
until the expiration of the policies. 

These notes and acceptances and the supporting collat- 
eral are deposited with the credit corporation's bank, 
which acts as trustee. The bank investigates iiie worth of 
tihe callateral in order to make sure that everyone is prop- 
erly protected. For every $120,000 worth of coUatcfral 
deposited by the credit corporation, the bank will under 
normal conditions certify the credit corporation's deben- 
ture notes or bonds to the amount of $100,000. These 
debentures which are issued in denominations of $500, 
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$1,000, $2,500, and $5,000 ar^ sold to other bankers and 
investors to yield a return of 6 to 7 per i:^nt, according 
to m£^turities, which range from three months to a year. 

As fast as the corporation collects the instalment 
money on the notes it is turned over directly to the trus- 
tee who in turn pays off the debentures as they fall due 
and returns the canceled note to the purchaser of the car. 

Selling on Consignment. — ^The financing of a business 
which sells its product on consignment calls for an organ- 
ization with a very high financial standing ; one that can 
keep going even tho a vast amount of capital is tied up 
in its product held by the distributors or dealers, 

Altho there is a very strong tendency to break away 
from it, the farm machinery industry probably is the best 
example of the business which sells a great amount of its 
product on consignment. For example, a binder is con- 
signed to the dealer who signs a contract which protects 
the manufacturer. The contract binds the dealer to pro- 
tect the machine from damage by weather and to take out 
insurance fully covering its value. The company holds 
the title to the implement to be sold until it is disposed 
of to the farmer, and usually has the right to recall the 
machine before its final sale, at any time it sees fit. 

The manufacturer fixes the price at which the imple- 
ment may be sold and the amount to be retained by the 
dealer as his profit for storing and selling. As soon ^s 
the binder is sold, the dealer must forward the manufac- 
turer his share of the selling price. In most cases this 
amount must be in cash. If notes or acceptances are 
taken by the dealer he must discount or sell them, if he 
should be too short of cash to pay the manufacturer his 
sharoi 

The fact that the manufacturer retains title to the im- 
plements sent to the dealer on consignment means that 
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there are no open accounts on his books. Qoods shipped 
on consignment are considered a much safer and more 
liquid asset than an ordinary book account. Under such 
circumstances the manufacturer can borrow money on 
goods shipped on consignment either from a financing 
corporation organized for such a purpose, or from his 
banker. 

A resume of terms of sale of various lines of industry 
showing the length of periods requiring financing has 
been prepared by the Federal Reserve Board, and is sum- 
marized in a chart on page 64. 

Seasonal variations in business may mean one of two 
things. First, sales are so much heavier at one season of 
the year than another that the manufacturer is forced to 
tie up large quantities of working capital in finished prod- 
ucts during the dull season in order to meet the heavy 
demand which comes later. The manufacturing of ready- 
to-wear clothing is a good example of this class. The 
second case is that of concerns using or dealing in a raw 
product, the year's supply of which is dumped on the 
market during a period of a few weeks. Sugar beet, can- 
ning, and grain businesses are good examples of this kind 
of seasonal industry. It is very easy to see that the con- 
cerns affected by seasonal variations must be able to com- 
mand a vast amount of capital once or twice a year, but 
must also be able to employ that capital profitably in some 
other way during the slack seasons. 

The stocks of material carried by some concerns can be 
converted into cash much more readily than others ; that 
is, some are more easily liquidated than others. The only 
way to guard against stocking up with unsalable stocks is 
to manufacture or buy so accurately in relation to the de- 
mand that the goods bought will be consumed by the 
demand for them. Goods that do not move at the 
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accustomed rate of turnover should be sold at a sacrifice of 
profit in order to release the working capital for profitable 
use. The more liquid the working assets, the smaller the 
amount of working capital needed. 

Details Affecting Working Capital. — ^The ease with 
which the stock of material can be replenished affects the 
available amount of working capital. The ease of replen- 
ishment depends on whether the stock is of seasonal 
variety, the nearness of the market, and the transporta- 
tion facilities between the supplier and the user. In most 
businesses experience has taught what amount of stock it 
is most advantageous to carry. The fixing of maximum 
and minimum quantities to be carried in stock protects the 
concern against an over or imder supply. 

In making estimates of working capital it is well to put 
the figures well above the probable amount required, for 
experience shows that frequently the amount is too small. 
Considered in the light of a reserve, this additional source 
of capital is a wise financial provision. 

Where the firm is a borrower on a line of credit, the in- 
terest charge must be considered in providing sufficient 
working capital. Here, again, is a reason why costs should 
be so well worked out that the interest payments will be 
less than the margin of profit. If interest charges over- 
ride the difference between cost and sale price, then the 
planning has gone dangerously awry. Every detail of 
working capital should be weighed thoroly and taken up 
fully with your banker or other competent financial 
adviser. 

Broadly speaking, working capital must be sufficient to 
cover all expenses of a concern from the time the goods 
are bought and are manufactured or put on the shelves, 
until they are sold and paid for. In other words, if a 
manufacturer today buys $1,000 worth of raw materials. 
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he must have money to pay for them by the day of dis- 
count and enough more to prepare them for sale, get them 
into the hands of customers, and bring in the money to 
pay for a new supply of raw material and finance the busi- 
ness thru the rest of the cycle thru which working capital 
revolves. 

Relation of Capital to Volume of Business. — Altho 
there can be no definite rule laid down as to the relation 
of working capital to gross business, the general state- 
ment can be made that the amount of working capital re- 
quired varies directly with the volume of business. 

The tendency among manufacturing and trading com- 
panies is to have the capitalization fairly near the amount 
of annual sales. The securities of railroads and other 
public utilities are sought by investors on account of their 
safety. Therefore it is natural to expect that the ratio 
of gross earnings to capitalization is less than in indus- 
tries where the risk is greater. 

The relation of working to total capital depends to a 
great degree upon the nature of the business. Telephone, 
railroad, and water-power companies do not reqtiire 
a great amount of working capital. They receive most 
of their payment in advance for the service which tiiey 
render. In the case of the manufacturing concerns, the 
greater part of the capital is invested in fixed assets, 
while in the trading establishments the fixed capital re- 
quired is negligible, the stock in trade being the item 
requiring the most capital. 

Every man, therefore, who contemplates starting an en- 
terprise should have a practical knowledge of scientific 
financing, which, after all, means exactness in handling an 
enterprise and in so far as possible foreseeing and 
being prepared for every contingency. Only by knowing 
can he be assured of going thru successfully. 
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SELF-TEST QUESTIONS 

1. ENTHUSIASM. Why, without proper background, is enthu- 
siasm so fatal in business? 

2. PRELIMINARY EXPENSES. Show how neglect of initial 
expense has caused the fall of many enterprises. 

3. EXTRAVAGANCE. Explain how extravagance in initial fixed 
assets has handicapped success. 

4. WORKINO CAPITAL. What are the significant factors af- 
fecting it? 

6. SELLING GOODS. What effect does the instalment method 
of selling have on capital requirements? 

6. DISTRIBUTION. Why is the selling of goods on consignment 
not applicable to most businesses? 

7. CREDIT. Why should the interest on borrowed money be care- 
fully considered? 

8. CAPITAL NEEDS. What are the underlying principles that 
determine the amount of capital required? 



CHAPTER IV 

INTERESTING CAPITAL IN YOUR CONCERN 

A Michigan inventor started a one-man business to 
manufacture and sell an alarm apparatus. But he found 
his capital inadequate. Seeing the necessity of securing 
financial help, he appealed to a practical manager who be- 
came a partner with the definite understanding that the 
inventor would attend to the technical end of the business 
and develop it while the partner would assume the gen- 
eral managership. This arrangement not only brought in 
more capital but adapted the enterprise to the most prac- 
tical arrangement. Here was an attractive proposition 
for both men, and each was happy to become active where 
he could be of the most value. 

Thus it is comparatively easy to interest capital in an 
Enterprise if it is sound and the most sensible plan for 
operating it is presented. It doesn't matter whether the 
concern is small or large or whether it is a partnership 
or corporation ; the same general fundamentals ordinarily 
apply. 

^ Questions That Capital Will Ask 

If the individual seeks to interest capital, it is requisite 
at the outset to know whether he is an expert in his line. 
This question comprehends a number of important points. 
First of all, is the idea or basis for the undertaking 
sound! Is his invention, commodity, or plan meritori- 
ous ? Next, has he proved himself a good business man ? 

68 
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Is he practical f If he is not, does he still insist on domi- 
nating the business management? These and possibly 
other questions come to the mind of the investor. He will 
hardly be interested unless all these basic questions can 
be answered favorably. Many a good article has lost a 
market because of poor business management, while 
many a mediocre eonmiodity has continued in demand be- 
cause of wise financial control. 

At the same time these points are under consideration, 
it is well to investigate the individual's banking relations. 
Regardless of whether a line of credit has been secured or 
not, it is often of vital consequence to know how a man is 
looked upon in banking circles. Has he a clean credit 
record! Does he pay his bills promptly! Is he steady! 
Do those who supply him with materials or goods regard 
him favorably! All of these questions are important, 
particularly because the individual may be restricted in 
his means and also because he may have no understudy 
who could successfully succeed him. 

The Backing Behind the Stock Offering 

What, then, are the chief requisites that a corporation 
should possess to enable it to dispose of its stock offer- 
ings successfully! First, the men behind the project 
should be known for their business integrity and judg- 
ment. Investors almost invariably insist on full informa- 
tion as to who is running the concern. They want to 
know, too, how the enterprise stands with the bank and, 
in fact, they demand answers to the whole list of ques- 
tions set forth earlier in the chapter regarding the indi- 
vidual owner. 

The appeal to investors will vary also with the type of 
product and its market, the freight rates, and the methods 
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of operating the business. For example, a manufacturer 
of underwear must understand his markets, making 
heavy garments for winter Wear in the North, while pro- 
ducing thinner for the South. One new concern,, before 
going ahead with its plans, made a complete analysis of its 
territory, finding out just which towns showed the great- 
est demand for similar products. 

Selling and Distribution Methods 

Selling methods are an equally important subject to be 
presented concretely to the possible investor. Is the 
product sold direct, thru agencies, or in some other way! 
Which is cheaper! Facts such as these should be at the 
command of the prospective buyer of stock in the enter- 
prise. 

Failure to be alert to the tendencies of the times ren- 
ders an enterprise less capable of interesting capital. An 
instance of this was seen in the mistake of a new whole- 
sale millinery house. Tipped off to the story that ostrich 
feathers were to be "the rage," the manager bought up 
$30,000 worth. But the demand did not materialize. He 
therefore had his money tied up in goods he could not 
move. The error was a serious handicap to him in obtain- 
ing additional capital and nearly lost him control of the 
business. 

Another point often overlooked in starting a new con- 
cern is the problem of distribution. A warehouse full of 
goods with no reasonable way to move them is a serious 
situation. Before going to the public with an offering of 
stock the whole question of selling and distribution should 
be worked out completely. 

Again, what about patents, trademarks, goodwill, and 
80 onf Are they properly protected T Also is there an 
assurance of plenty of labor t 
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Attraghko Ikvsstobs 

Sometimes a desirable shareholder is added to the list 
by giving him a voice in the management, perhaps as a di- 
rector. There are numerous ways in which to interest 
the right type of people in a meritorious enterprise. Ex- 
perience shows that one of the chief personal elements 
reqtdred in any new undertaking is patience. The interest 
of people must be secured, only after the most tireless 
planning and figuring have made the enterprise as nearly 
''fool-proof as possible. In a few instances concerns 
with patented conmiodities have gained working capital 
by leasing their product at a stipulated rental, often pay- 
able each month in advance. 

Other methods for gaining the attention and money of 
investors are resorted to, but it is the intention here to 
indicate particularly how the small concern can get a 
start. There are many treatises on the organization and 
methods of some of the huge national corporations, but in 
most cases the ramifications of such immense enter- 
prises are too intricate to be readily applicable to the or- 
dinary type of business. Here, then, are set forth some 
plans that have helped new concerns meet their capital 
requirements. 

Classes of Persons to Be Interested 

In organizing a business it is necessary to consider the 
different classes of persons to whom the appeal for cap- 
ital is to be made and just what may be expected from 
them. These may be : 

1. Insiders 

2. Friends 

3. Employees 
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4. Municipal^ real estate, and civic organizationB 

5. The public at large \ 

a. Investors 
6. Speculjators 

By the term "insiders" is meant those directly inter- 
ested in the concern itself. For instance, let us suppose 
A, B, and 0, after looking the ground over thoroly, decide 
to establish a department store. They are the insiders 
and may furnish all the capital required. However, they 
may not have enough money. They may desire to incor- 
porate and then induce their friends to join in the enter- 
prise. This brings us to the second group. If the con- 
cern is small or the friends wealthy, this may be very sat- 
isfactory. It may be felt also that the employees should 
be given an opportunity to take a proprietary interest in 
the business, and so some stock may be sold to them. This 
plan, of course, disposes at most of only a small amount 
of stock. 

It may be better, however, especially if the concern is a 
large one, to depend on the general public to purchase the 
capital stock, or a considerable portion of it. In this con- 
nection we should not lose sight of the possibility of dis- 
posing of stock to residents of the locality where the busi- 
ness is well and favorably known. It is in attempting to 
dispose of stock to the general public that two classes, the 
investors and the speculators, are met with. The investor 
depends on the security offered rather than on the return 
for his money, while the speculator is looking primarily 
at the return. Those looking primarily at the security 
are individuals and corporations with money to invest, 
such as savings banks, life insurance companies, colleges, 
etc. Those looking simply at the returns are usually indi- 
viduals. It is needless to say that the terms "investor" 
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and ''speoolator'' apply to the two extremes of the public 
rather than to certain definite olasses, for there are 
people who consider the security carefully, but are will- 
ing nevertheless to take some chance for a higher return. 
Each class of stockholders may be of advantage to the 
business. The first keeps the business entirely in the 
hands of those most interested, and involves no sales ex- 
pense in selling stock. The second has the same advan- 
tages tho to a less degree, but makes it possible to raise 
more capital. The third will tend to promote the success- 
ful career of the business as well as furnish capital. The 
fourth source of capital, while occasionally available, is 
apt to be undesirable because of burdensome restrictions. 
The fifth source is most, commonly made use of, particu- 
larly by the larger corporations. Its chief disadvantage 
is the possible loss of control of management of the enter- 
prise. In deciding on the proper course to take, the organ- 
izers must be sure that course will leave them in control 
of the business. 

Forms of Organizations 

We have seen in Chapter n the advantages and disad- 
vantages of the various forms of business organization — 
the individual proprietorship, the partnership, and the 
corporation. 

These advantages and disadvantages are bound to be 
considered carefully by prospective investors in the busi- 
ness, for they have a very direct bearing upon the risk in- 
volved. Thus the corporate form of organization, because 
of its attractive features of perpetuity and limited liabil- 
ity, will generally appeal to the largest number of in- 
vestors ; while a concern that is an individual proprietor- 
ship is compelled in seeking capital to rely almost wholly 
upon investors who are personally acquainted with the 
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proprietor. This is undoubtedly a very strong reason for 
the modem tendency among business concerns to adopt 
the corporate form of organization. 

Setting the Par Value 

Having decided to what class the appeal for money 
shall be made and that it is best to' incorporate, the or- 
ganizers must decide what form of stock shall be issued, 
what rights it shall have, and what the par value shall be. 

If it is desirable to sell to individuals of relatively small 
means, it is best to put the par value low, so that many 
can invest a small amount. This is specially true where 
the appeal is to be made to the local community. On the 
other hand, if the investors are intended to be either few 
in number, or those of considerable means, the par value 
of each share may be high. 

Setting Terms of Sale 

The terms and conditions of the sale of a stock issue are 
very important. If an appeal is to be made to many in- 
vestors with small means, especially if they are salaried 
men, the payments may be in instalments. This may not 
be any disadvantage to the corporation, for it usually 
does not need the money all at once but simply as it has 
to pay for its buildings, plant, etc. The idea of getting 
something big for a small outlay at the moment has a 
strong appeal to many. 

Sometimes conmion stock is given away as a premium 
for purchasing preferred stock. This premium may be 
share for share, with equal par values, or it may not be 
so large. Here the purchaser feels that he is getting 
something extra that he does not have to pay for. Also 
stocks are often given as a bonus in the sale of bonds. 
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* Frequently this stock that is given as a premium con* 
sists of treasury stock ; that is, shares that have once been 
issued and re-purchased by the corporation or donated to 
it by the stockholders. Occasionally the promoters of a 
corporation donate to the corporation a part of the stock 
received in compensation for their services, so it may be 
resold to secure additional capital. 

Where this is not the case, but new stock is given as a 
bonus, careful investors will inquire into the extent of 
their liability on this ''free stock" since it is coming to be 
commonly held by the courts that the acceptance of stock 
given as a bonus implies a promise, to make payment for 
it in full, if called upon to do so. In this event, much de- 
pends on whether the stock is sold by the corporation 
direct, or thru the agency of bankers or brokers who un- 
derwrite the issue ; since, in the latter case, while the stock 
may appear to have been given away it was in reality 
issued in compensation for the services of the under- 
writers and is therefore ** fully paid.'* 

This question does not arise in connection with stocks 
given away as a bonus in the sale of bonds, since there is 
no law or statute that forbids the issue of bonds at a dis- 
count, and it is assumed that the stock is paid for in full 
and that thd bonds are issued at a discount. 

It is a common practice among successful corporations, 
whose stock is selling above par, to secure new capital 
thra the sale of additional stock to their existing stock- 
holders. The method adopted is the granting of "rights" 
to existing stockholders which entitle them to purchase 
new stock in the corporation at less than the market price, 
frequently at par, tho of course not lower than par. As 
these "rights" are assignable, they possess great attrac- 
tiveness for the stockholders, and are freely dealt in on 
the exchanges. 
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Preferred and Common Stock Compared 

Ordinarily an incorporated company sells two kinds of 
stock, preferred and common. In which is the prospec- 
tive investor more likely to be interested? Preferred 
stocks seem to have grown in popularity, especially since 
the World War. This is probably in part due to the great 
stimulus given to individual investing by the Liberty 
Loan campaigns as well as to new safeguards placed 
about the stock. Preferred stock, of course, gives a defi- 
nite yield and has preference in the distribution of assets 
and profits. The speculative quality is practically negli- 
gible in the better and more stable issues. Unlike the 
common stock, therefore, it makes a conservative, attrac- 
tive investment. 

Li this connection it is interesting to note that, until 
a few years ago, the only advantages that the holder of 
preferred stock had over the holder of common stock was 
priority of assets in liquidation, and preference over the 
common stock in the payment of dividends. The jpref erred 
holder was really in an anomalous position, as he was 
neither a full shareholder (as his income was restricted 
to a specified dividend rate) nor was he a creditor. 

Of late years, however, bankers have brought about a 
material change in the position of the preferred stock- 
holder, which to all intents and purposes makes him a 
creditor, thus strengthening his position without reducing 
his income. This change applies even where bonds are 
outstanding ahead of the preferred stock, but is espe- 
cially marked when the company has no bonds against it 

In the case of a majority of preferred stocks issued dur- 
ing the past fifty years it has been possible to issue prac- 
tically an unlimited amount of bonds or additional pre- 
ferred stock either ahead of or on a parity with the then 
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outstanding preferred stock without the consent of the 
owners. Furthermore, little consideration was given to 
the amount of assets and earnings of preferred stocks^ 
many issues actually having less assets than the outstand- 
ing stocky and average earnings of only 1V& times the 
dividend requirements. For these and similar reasons, 
the more conservative form of investor naturally pre- 
ferred to invest his money in bonds. 

The position of preferred stocks has now been almost 
entirely changed. In fact, the number of safeguarding 
provisions which have been thrown around them has im- 
proved their position so materially as to constitute virtu- 
ally a new class of security. 

One investment house enumerates the various safe- 
guards of the better class of preferred stocks as follows : 

1. No bonds or lien may be issued without the consent of the 
holders of three-fourths of the preferred stock. 

2. No preferred stock may be created having priority over or 
parity with the then outstanding preferred stock. 

8. The preferred stock is a closed issue. In other words, no addi- 
tional preferred stock may be issued without obtaining the consent 
of the holders of three-fourths of the ouctstanding preferred stock. If 
the company fails to obtain this consent, it is forced to redeem the 
outstanding preferred stock at a substantial premium. 

4. The company is required to provide a cumulative sinking fund 
for a substantial reduction of the outstanding preferred stock an- 
nually. This sinking fund may either be fixed in amount, or provide 
a definite percentage of the company's earnings, thus compelling the 
company in prosperous times when it is making a great deal of money 
to retire a correspondingly large amount of preferred stock instead of 
paying out all of its increased earnings in the form of dividends on 
the common stock. 

5. Many of the largest issues of preferred stocks had only a smaU 
amount of assets applicable to the stock, and in many cases the issue 
was actually greater than the total assets. With the modem preferred 
stocks, however, this point is given careful attention, and a preferred 
stock is rarely issued without net tangible assets of at least two for 
one. Many of the issues recommended by us have net tangrible assets 
of from $250 to $400 for every $100 of preferred stock outstanding. 

^ 

\ 
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6. In -order that companies may not sink too large a proportion 
of their capital resources in fixed assets leaving theln without suffi- 
cient current assets in liquid form — ^always a dangerous situation — ^the 
modem preferred stock carries a provision that the company agrees 
at all times to maintain net quick assets of not less than from 100 to 
200 per cent' of the largest amount of preferred stock at any time out- 
standing. 

7. The preferred stocks of years ago in most cases earned their 
dividend by a narrow margin only. The earnings record of the modem 
preferred stocks, after liberal depreciation, is very much greater and 
must show a successful record of many years instead of over- 
emphasizing the exceptionally large earning of the year in which the 
stock may have been issued. Preferred stocks underwritten and 
offered by us have shown for the past five years or more, average net 
earnings of aver four and one-giuarier times the dividend requirementu 
The same issues in the last fiscal year showed earnings of over six and 
•nt'half times the dividend reguirementsL 

Such provisions enable conservative investors to in- 
crease their income materially without lessening the 
safety of their principal. Especially is this true where 
stock is offered below par. Thus in offering stock for sale 
it is worth while to consider these points. 

In determining the rights to be accorded to an issue of 
preferred stock, care must be taken not to bind the corpo- 
ration 80 that it will be debarred from raising money in 
the future, either by the sale of other stock, by giving a 
mortgage, or in any other way. Unless care is taken in 
this matter the concern may find it impossible in the 
future to borrow money at a time when it is badly needed. 

The various stock issues may be so arranged as to their 
amounts and rights that they will appeal to several 
groups of buyers. Thus the common -Btock appeals to 
those who are speculative, while preferred appeals more 
to the investor. There are also companies which issue 
stock without par value. This cannot always be done, be- 
cause many states and countries require a par value for 
all stock issued. Such an issue has the advantage, how- 
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ever, that it can be put on the market at any price the 
company sees fit 

General Conditions 

The person financing a business must also take into 
consideration the general situation, in reference both to 
the habits of the people and to business conditions. 
People are much more likely to put their money in a form 
of stock or other investment that they are accustomed to 
than one they do not know about even tho it is equally 
good. Investment styles have their seasons. At certain 
periods the preferred stock may be the popular form ; at 
other periods long-term bonds or short-term notes may 
be in demand. There are also periodical preferences for 
railroad, industrial, oil or mining securities. It may be 
easier to finance one's business by following the popular 
swing of the time. 

Business conditions exercise a highly important bear- 
ing on stock issues. It is much better to sell on a bull 
than a bear market. People will not put their money into 
an enterprise when times are hard so readily as they wiU 
when things are booming and times are good. If stocks 
generally are below par it is much harder to sell a new 
stock at par even tho the security is very good. This may, 
of course, affect the question of the relative amounts of 
preferred and common stock to be issued, as preferred 
usually brings the better price. 

The cost of selling is also affected by existing condi- 
tions, whether the sales are made directly by the corpora- 
tion or thru brokers. When it is borne in mind that this 
selling cost has in some cases been 50 per cent of the 
value of the stock, we see it is important to reduce this 
as much as possible. 
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SELF-TEST QUESTIONS 

1. MONET. Why are investors so hesitant about putting* money 
into, a new enterprise? 

2. DEPENDABLE MANAGEMENT. What is its relation to the 
sale of stock? 

3. SOURCES OF CAPITAL. What are some of them, and what 
are their respective merits? 

4. PAR VALUE. What principles are involved in different par 
value issues? 

5. PREFERRED STOCK. To what dass of buyers does this ap- 
peal, and why? 
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CHAPTER V 

SELLING THE STOCK 

Once your plans for interesting capital in your con- 
cern have been carefully outlined and approved, the ques- 
tion then arises : ''How shall we get the stock into the 
hands of investors — thru advertising, thru brokers, thru 
professional promoters, thru our own efforts, or thru 
other possible channels?" 

This step frequently requires more study, tact, and 
vision than any other of the preliminary phases of financ- 
ing. On it may hinge the successful inauguration of the 
enterprise. Notwithstanding that the public seems ready 
to snap up any attractive proposition in stocks, in i^pite 
of having been so frequently mulcted and humbugged, yet 
after all It is a business all by itself to sell a stock isshe 
for a new enterprise. 

An old established concern may increase its capital 
with little effort ; in fact, an over-subscription of such an 
offering is often noted. A new and unknown business, 
however, may have to resort to the hardest kind of per- 
suasion to place its stock and obtain the necessary funds 
to get started. For this reason every point connected 
with stock-selling should be taken up and studied before 
going ahead, assuming, of course, that no unusual circum- 
stances, such as the public backing of prominent finan- 
ciers, have already simplified the problem. 

The nature of the business has much to do with the 
question of a decision regarding the method of disposing 
of stock. If^it comprehends making a product or selling 
a commodity of proved value and in public demand, it 
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may be that sufficient shares can be disposed of directly 
among friends. Much may depend on the amount of the 
capitalization and whether or not, as pointed out in the 
previous chapter, the stock is offered at par or below. 

Disposing of Stock to "iNsmBBs" 

Again, if no great amount of capital is needed, the orig- 
inators of the enterprise may be able to find someone who 
has money to invest Thus some person living near may 
have sold a farm, or have money lying idle awaiting in- 
vestment. The aid of several such persons might be ob- 
tained and be sufficient to make up the necessary capital. 
Often parties indirectly interested in the business, as 
prospective customers, furnishers of raw materials, or 
the chamber of commerce for the town where the plant is 
to be located, may be induced to take stock. 

In such a case as this several methods are usually tried 
it the same time. Thus friends will take some stock, cus- 
tomers some, the chamber of commerce will take somei 
and so on. 

Selling Thbu the Pbofbssional Saleshan 

It frequently happens, however, that business organiz- 
ers are not good stock salesmen. The problem then arises 
how to dispose of the stock successfully, in case it is not 
takeiji up to a sufficient extent by ''insiders/' those origi- 
nally interested in forming the enterprise. There is a type 
of stock salesman who is admirably adapted to this work 
and who is occasionally quite successful in selling issues 
of comt)anies just starting out. It is not intended here to 
include the ''Blue Sky*' salesmen who inveigle the public 
into purchasing shares of stock in ''wild-cat" schemeSi 
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but to give credit to those men who, honestly believing 
in the worth of a genuine undertaking, are able to in- 
terest "outsiders" in it. 

Hiring the work done, then, by which is meant, paying 
for the services of professional stock salesmen, is often 
a quick way of bringing in sufficient capital with which to 
start. Extreme care should be taken to select men who 
will properly represent the organization, for misstate- 
ments in the beginning might badly cripple or otherwise 
injure a likely undertaking. 

Despite legislative and other precautions, unfortunate 
stock-selling schemes do get before the people, and each 
loss makes it harder for the legitimate proposition to get 
a financial hearing. An Illinois publishing house, already 
organized but eager to expand, advertised the sale of 7 
per cent preferred stock at par, offering to rebuy it any 
time after one year at a 25 per cent increase. The sale 
was exceedingly successful, but, following the sale, the 
management failed to proceed cautiously with its expan- 
sion, with the result that it was «oon making use of the 
money received for stock for the purpose of paying divi- 
dends. Three years later a reorganization became 
necessary. The old officers were deposed, and preferred 
stockholders were offered ten cents on the dollar for their 
shares. Here is only one instance of ill-advised stock- 
selling. The company had no financial vision and made 
promises that could not be fulfilled. Instances like this 
tend to bring distrust on firms offering high-class stock 
for sale. 

Selling Stock Thru Advertising 

That is one reason, no doubt, why so little advertising 
is attempted for a new company. Most people have to be 
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convinced by word of month of the worth of the new un- 
dertaking. In f acty a great many newspapers will accept 
no advertising of an untried proposition which seeks to 
sell stock to the public. This is a fortunate development 
of recent years. 
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Pio. 15.— Adyeitiseinent for Sale of Capital Stock 

Advertisement in which the W. L. Dougrlas Shoe Company offers its 
preferred stock direct to the investing public While an old. well-estab- 
lished house may do this successfully, most coneerns make use of in- 
vestment bankers and stock brokers to advertise and sell their issues. 
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The greater part of the advertisements for the sale o£ 
stock originate with the proved concerns which seek addi- 
tional capital for legitimate expansion purposes. Follow- 
ing the war this advertising grew tremendously, and often 
the stock thus offered proved to have been already over- 
subscribed. The offer by advertisement was made simply 
as a matter of record. 

Selling Thbu the Mails 

Numerous stock-selling plans are advertised by circu- 
lar letters and printed matter sent thru the mails. Where 
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' In aceordance with the annouiioeiMiil of Mr. J. 
Ogden Armour» Presklent of Armour and Company* 
made in this papibr yesterday, the Armour Leather Com- 
pany is offering its stock for pahlic subscriptioB. Allots 
ments will be made in the order of receipt of subscrip* 
tions, and as promptly as possible, after February 25^ 
1920, after which date no subscriptions will be accepted. 
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The Armour Lcathe/Com|»any hst been orgafiiced under the Laws of the State of 
Delaware, and will acquire all of the tanning companies and leather assets now owned 
by Armour and G}mpany at figure^ ^hich do not include any value for good wilL Jhe 
gross volume c^ busmess iir 1919 was approx^ately $90,000,000. 



Fw. 16. — Prospectus of Stock Offering 
(Concluded on next page) 
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it is carefully gotten up, such a method may be found 
worth while. The statements presented must be rigidly 
checked for accuracy, the personnel of the company set 
forth frankly, and the status of the organization and its 
purpose honestly explained. A return postcard or 
stamped envelope may help to secure a prospect. But all 
circularizing should be done only after careful analysis of 
the proposition. Sometimes it is preferred to enlist the 
support of numerous small investors, in the belief that 
this will make for the success of the enterprise. A middle- 
western department store was organized on this basis, 
customers and employees alike being given the opportu- 
nity to become shareholders. In this instance a carefully 
prepared circular did the work. Unless this plan can be 
followed with a prospect of success, it may be found wiser 
to make a direct appeal to those at least partially ac- 
quainted with the merits of the project. 

Selling Thbu Investment Bankebs ok Bbokebs 

Another alternative is to place the whole proposition 
in the hands of an investment banker or broker with in- 
structions to dispose of a certain amount of the sto(^. 
Whether you shall sell at par or below is a matter to con- 
sider carefully. From the standpoint of psychology it is 
sometimes considered better in selling stock to offer more 
of it at a figure considerably below par than a smaller 
amount at par. For instance, some concerns have offered 
dollar shares of fetock at 10 cents, and others have offered 
$10 shares at $2. The appeal to the public from the "bar- 
gain" standpoint is obvious. 

In selling stock below par, due regard must always be 
had for the law and for the purchaser's contingent liabil- 
ity for the unpaid balance in case the concern becomes 
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insolvent. At the same time thcr buying public often dis- 
regards this liability. Usually stock offered below par is 
in the form of treasury stock referred to in Chapter 11. 

Undebwbitebs 

Besides salesmen and brokers, the stock may be sold, 
or at least its sale guaranteed, by an underwriter. Usu- 
ally the underwriter is a syndicate composed of several 
banks, brokers, etc. In its narrowest sense, the under- 
writing of an issue of stock is simply a guaranty or insur- 
ance of its sale, or the sale of a certain portion of it, at 
not less than a certain price before a certain date. In case 
the stock is not sold, the underwriter takes over the un- 
sold portion of it at that date at the stipulated price. 

As most of the underwriting syndicates are well 
equipped for selling, they usually take over that function 
as well as the underwriting in its strict sense. 

The advantage of underwriting to the organizer of the 
corporation is that of insurance. Instead of having some- 
thing indefinite and uncertain, he knows what he can de- 
pend on, and can act accordingly. 

Usually only the larger issues of stocks are underwrit- 
ten, as these syndicates do not care to bother with making 
an investigation of the corporation's standing and busi- 
ness chances unless the issue is at least $250,000. 

Othbb Ways of Floating Stock 

In some cases the organizer of a corporation may be 
able to interest some business executive or financier to 
take the stock and then to re-sell it as a speculation or 
to keep it as an investment. 

There are numerous cases on record where engineer- 
ing companies have become stockholders in various 
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corporations. The engineering company would take stock 
in payment for its services in building the plant and then 
either hold the stock or sell it out later. 
I It should not be disappointing to the promoters of a 
small company to find the stock-selling problem a diffi- 
cult one. Experience shows that most new ventures, un- 
less spectacular in nature, like oil or mining propositions, 
have had to grope slowly from the bottom. Each step of 
financial progress, as well as each claim made for the 
future, has to be proved before outsiders are willing to 
invest their funds for profit. Look back over the suc- 
cesses of some of the nation's greatest corporations and 
you will see that at the beginning they encountered the 
hardest kind of strufgle to get people to believe in the 
financial worth of the undertaking. Striking examples 
are found in the early years of the harvester industry, 
the Willys-Overland Company, the Ford Motor Com- 
pany, and so on. 

Selling Methods Compabed 

Admittedly, it is beyond the scope of this book to spec- 
ify the exact type of stock-selling arrangement that a new 
concern ought to make. It is possible simply to indicate 
the experiences of others and to point out the favorable 
and unfavorable features of the various plans. As to ex- 
pense, investigation indicates that there is usually not 
much difference between direct selling and selling thru 
other agencies. This expense may be relatively large if 
skilled salesmen are used. As high as 50 per cent of the 
purchase price of the stock has sometimes been paid in 
commissions. On points of this character, it is usually 
the part of wisdom to confer not only with your banker 
but with a reputable investment broker and a lawyer as 
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well. Perhaps your banker may have a securities depart- 
ment where you can obtain the best possible suggestiomh 
on how to proceed. If there is a **Blue Sky*^ law all rules 
must be complied with and a permit secured before the 
public can be approached in any way. 

Whbn Established Concebns Sell Stock 

After a concern has proved itself and then desires to 
expand, it is much easier to sell additional securities, 
either direct or thru an investment company. The 
proble^ly then, is simple, for a successful enterprise udu> 
ally has no difficulty in selling an additional issue of stock. 
Reputable investment houses are usually looking for op- 
portunities of this kind and assume all the burden of 
"bringing in the money." The charges are not considered 
exorbitant. Well-known corporations such as Montgom- 
ery Ward & Company, Pacific Gas & Electric Company, 
and so on, find an eager market for their stock. The 
small, struggling concern, no matter how meritorious, 
frequently finds the effort to dispose of stock discourag- 
ing, but it should be remembered that most of the nation- 
ally known enterprises started with similar handicaps. 

Summing up, the conditions in a new or growing busi- 
ness must be analyzed and weighed, and the stock-selling 
should be handled wisely on the basis considered most 
applicable to the specific need. If the right method has 
happily been chosen, smooth sailing financially is assured. 
If not, the steps taken must be retraced until the task in 
hand is accomplished. Looking ahead carefully usually 
brings about a sufficient selling to pennit of moving for- 
ward, at least to some extent. If the undertaking is meri- 
torious and good business judgment is exercised, sufficient 
funds for each step ordinarily should be f orthconxing. 
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8BLF.TEST QUESTIONS 

!• INSIDERS. What points ahoiild be obsenred? 

2. PROFESSIONAL SALESlfEN. What tm the qualificatioiui Kd 
a good stock salesman? 

8. USE OF MAILS. Why must care be exercised in this method? 

4. IN PAYMENT FOR SERVICES. How is this method of dis- 
tributing stock advantageously used? 

6. ''BLUE SKT" LAWS. How have these laws affected the sale 
of secnrities? 

e. ESTABLISHED CONCERNS. What are the ontstandmg fea- 
tures in their selling additional stock? 
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CHAPTER VI 

THE USB OP BONDS IN FINANCINQ 

When a growing concern is faced with the problem of 
securing additional capital for investment in new build- 
ings, machinery, equipment, and other types of fixed as- 
sets, it meets face to face the problem of how that cap- 
ital is to be obtained. Even under the most prosperous 
conditions, surplus earnings are seldom sufficient to take 
care of these growing needs, and sound financial policy 
often dictates that it is unwise to put all the surplus back 
into the business. 

To meet these needs, the financial manager is, there- 
fore, confronted with the choice of two general lines of 
policy. He may either increase the capital owned by the 
business, thru the sale of additional stock, or he may bor- 
row the amount necessary to meet requirements. 

In a preceding chapter we have seen the advantages 
and disadvantages of selling' stock. It is sufficient to re- 
peat here that it is not always possible or desirable to 
increase the amount of capital stock outstanding. Also, 
if the nature of the business and its earnings pennit 
long-term financing, there may be an opportunity to in- 
crease considerably the profits of existing stockholders 
by selling bonds instead of stock. For example, a hy- 
draulic-power plant, capitalized at $3,000,000, was able to 
pay 8 per cent regular dividends on the outstanding cap- 
ital stock. It had no bonded indebtedness and no common 
stock. New equipment was required involving about 

94 
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$1,000,000. The directors believed that the eamisg power 
would be increased proportionately, so that 8 per cent 
dividends could be paid upon the $4,000,000. This in- 
volved an annual dividend charge of $320,000, whereas the 
amount required on the $3,000,000 was only $240,000. 
The directors at that time found that they could float 
a million-dollar bond issue on the combined properties at 
5% per cent Their business was a very steady, non- 
fluctuating business. With a steady outlet for their prod- 
uct and assured earning power, they decided to float the 
bonds rather than issue new stock. The interest charge 
on this bond issue amounted to $55,000 a year, whereas 
the 8 per cent dividend would have required $80,000 — a 
saving of $25,000 to the business. 

The Mobtoaqb 

Under these and similar conditions, recourse may be 
had to pledging some of the real estate, buildings, equip- 
ment, or other permanent assets of the comx>any under 
a mortgage as security for a long-term loan* 

The mortgage secured by real estate is one of the oldest 
and best-known tjrpes of security. It is so carefully sur- 
rounded by the protecting laws of property rights as to 
make it a very safe investment, and is, consequently, 
popular with savings banks, trustees, and other conservar 
tive investors. 

A discussion of the legal technicalities of the mortgage 
would be out of place in a book of this nature, but it may 
be well to point out here that while technically the mort- 
gage is a deed of specific property given by the borrower 
to the lender, 4n practice it is regarded simply as a lien, 
and leaves the borrower in undisputed use of the pledged 
property so long as the interest is paid regularly, the 
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property kept in' reasonably good condition, and the other 
essential terms of the mortgage complied with. 

This practice of treating the mortgage as a lien is an 
important point in financing^ since it enables a business 
concern to borrow on the basis of a mortgage on part 
or all of its real and personal property without losing 
control of the operation and profits of the business, so 
long as the interest payments and other conditions of 
the mortgage are kept up. 

But the use of the simple mortgage is restricted to the 
borrowing of comparatively small sums, since it is im- 
practicable to split the security up among a number of 
money lenders ; and only in rare instances is a single indi- 
vidual or banker able or willing to lend the large sums 
frequently required by business concerns. 

This situation has given rise to the introduction of a 
third person, the trustee, into the borrowing transaction ; 
and this arrangement makes possible the issue and sale 
of bonds, thus dividing the loan up among a large number 
of investors of whom the trustee is the representative. 

The way this works out is that the concern desiring to 
float a bond issue has a mortgage prepared which pledges 
certain specific property as security, and conveys this 
mortgage by means of a deed of trust to some individual 
or trust comxmny, who acts as trustee. 

In sec^ring the services of a trustee, the borrowing ' 
concern must expect to undergo a very searching exami^ 
nation of its affairs, for no responsible trustee will be 
found willing to undertake the responsibilities of his i>06i- 
tion without insisting upon such an examination. 

The Indbntueb 

in general practice the deed of trust, the mortgage, 
and all the particulars connected with the bond issue are 
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contained in one and the same in8tmment» eaUed the in- 
dttitnre. These corporate mortgages outlining the terms 
of a bond issne mnst, of course, be very carefully drawn; 
and, in the case of large issues particularly, the instru- 
ment is often a lengthy document A good illustration 
is that of the Adjustment Income Mortgage securing the 
5 per cent adjustment income bonds of the Hudson and 
Manhattan Bailroad Company, given to the Ouaranty 
Trust Company of New Yor^ trustee. This document 
runs into well over one hundred pages of printed text 
Some idea of the subjects covered in it may be gained 
from the following heads: 

1. Parlies. 

2. Recitals of: 

a. Purpose of the issue. 

bu Nature and amoxmt of the issuo. 

e. Authority given by the stockholders and di- 
rectors. 

d. General nature of the security (specified in 
detail later in the instrument). 

3. Form for coupon bonds and coupons. 

4. Form for registered bonds. 

5. Form of trustee's certificate of validity of bonds. 

6. Granting clause. 

7. Detailed description of properties mortgaged. 

8. Habendum dause. 

9. Declaration of trust 

10. Detailed specifications for the execution, issue, and 
registration of bonds. 

11. Covenant as to payment of principal and interest. 

12. Particular covenants of the company, as to : 

a. Payment of underlying obligations. 

b. Maintenance of corporate existence. 
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a Extension, renewal, or discharge of underlying 
obligations. 

d. Priority of lien. 

e. Maintenance and insnrance of properties. 

13. Provision for retention of possession. 

14. Detailed provisions for return of ownership on 
repayment by the borrower. 

15. Provisions in case of failure to pay interest. 

16. Privileges of the Trustee. 

17. Provisions for redemption of bonds. 

18. Miscellaneous terms. 

19. Signatures and corporate seals of the parties. 

While the detailed provisions of one such indenture 
usually differ materially from those of another, the sub- 
jects covered in the list above give a very good idea of 
the general provisions common to such instruments. 

Open vs. Closed Mobtqaoes 

One of the first things that the purchaser of bonds 
secured by a mortgage will be interested in, is the main- 
tenance of the security up to its original worth. Many 
indentures contain an ** after acquired property'' clause 
to insure the original worth. He will ask whether the 
mortgage is * * open ' ' or * * closed ' ' ; that is, whether further 
loans can be made, or bonds issued on the basis of a first 
lien on the same pledged property. Naturally, to do so 
would Weaken the security from the bondholder's point 
of view, and open-end mortgages are unpopular and rare. 
Limited open-end mortgages are sometimes used to pro- 
tect both the security and the expanding financial require- 
ments of the business. 

On the other hand^ the closed mortgage sets a defimte 



1 



The Use of Bonds 99 

limit on the amount of the loan that the borrower can get 
on the basis of the same security. The difficulties which 
this limitation places in the way of the borrower can be 
avoided, it has been f ound, by making the original bond 
issue considerably larger than is immediately required. 

Various sorts of property may be pledged as security 
back of a bond issue, the chief requirements being that 
such property shall possess the qualifications of reason- 
able permanency of value and a broad general market 
which permits of relatively easy liquidation in the event 
of default of interest payments. Beal estate most nearly 
meets these requirements ; tho certain types of personal 
property, such as stocks and bonds, machinery and equip- 
ment, buildings, etc., also frequently furnish a good basis 
for security for a bond issue. 

Bond financing occupies a very important position with 
a large number of businesses, and for that reason the 
principal characteristics of bonds and bond financing 
are here outlined. . 

Dbkomination OB Size of the Ikpividttal Bond 

A bond is simply an interest-bearing debt certificate. 
These certificates have become pretty well standardized 
into two general types : 

1. The registered bond. 
2« The coupon bond. 

« 

A registered bond may be registered either as to prin- 
cipal and interest or as to principal alone, and when 
registered in the name of the owner must be transferred 
on the books of the corporation similarly to a stock cer- 
tificate. Registered bonds are usually issued in multiples 
of $5,000. 
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Coupon bonds are transferable from holder to holder 
without any registry formality. Interest-bearing coupons 
are attached to the bonds indicating the date when inter- 
est is payable and the amount payable. The holder of 
the bond simply clips the coupons and deposits them for 
payment. ^ 

Coupon bonds are usually issued in denominations of 
$100, $500, or $1,000 each. There may be a tendency 
toward even smaller denominations where popular dis- 
tribution is desired. 

What Shall Bb th|b Tbbm of thb BohuT 

The corporation confronted with the problem of issu- 
ing bonds needs to analyze the term factor from various 
angles. All bonds issued against pledged property are 
affected by the life of that property. In the case of wast- 
img assets, such as mines, sand pits, and quarries, as a 
rule only a short-term issue can be raised; and certain 
special provisions for protecting the security or redeem- 
ing the bonds in proportion to the consumption of the 
assets, are necessary. 

In the case of personal property and equipment pledged, 
such as rolling stock on railroads, obviously the term 
should not be longer than the productive life of the asset. 
On the other hand, in the case of real estate, buildings^ 
public utilities, eta, the life of the bond may be 50 or 
100 years: 

The term of a bond issue is also vitally affected by 

a. The money market at the time. 

b. The credit condition of the company. 

In a period of high money rates and money stringency, 
short-term issues or short-term notes are usually resorted 
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to. An endeavor is made to time these notes so that they 
may be refunded at a time when money conditions are 
more favorable toward a long-term bond issue* For in- 
stance, a long-term bond issue meets greater public favor 
when money is easy and investors are willing to part with 
their money for a long period. The interest rates are 
lower at a time like this and mean to a business a saving 
of perhaps thousands of dollars during the course of sev- 
eral years. When money is hard to get, as in the years 
following the World War, business concerns have to offer 
attractive interest payments to obtain capital. 

How the credit condition of a company influences terms 
of issue is illustrated by a certain food-manufacturing 
corporation which in the earlier years of its life had not 
fully established its permanency and earning capacity 
in the financial markets. It became necessary to expand 
the plant. In financing the property and new building, 
a five-year bond issue was agreed upon. At the maturity 
of these bonds the company had fully justified its expecta- 
tions. It had became a nationally recognized food con- 
cern. Its credit was established. It was then able to 
refxmd these bonds at a considerably lower rate of in- 
terest 

FnoNG THs Iktekbst Payments 

Provisions regarding interest payments group them- 
selves under four principal points : 

1. The rate of interest 

2. Interest dates. 

3. Place of payment 

4. Kind of money in which to pay. 

The fixing of interest rates is a very complex problem 
in which such questions as money conditions, credit of the 
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company, size of the issue, cliaracter of the bond, popu- 
larity of the bond, and a good many other factors, need 
to be considered. These interest rates are usually estab- 
lished in conference with the financial institution handling 
l^e sale of the issue. 

Interest payments are almost always made semi-annu- 
ally. The months of the year should be chosen with 
reference to the seasonal monetary requirements of the 
business if so affected. If, for example, a firm requires 
an extra amount of money in the spring and fall of the 
year for seasonal requirements, the January 1 and July 
1 interest dates would normally be more suitable than 
March 1 and September 1. 

The place of payment and the kind of money in which 
it is to be made are obvious points. Often only the place 
of payment is specified. 

What Class op Bond to Use 

The variance in the nature of the security naturally 
means that bonds differ widely in character. Needless 
to say, the stronger the security, the lower the interest 
rate required to make a bond issue attractive from an 
investment point of view, granted, of course, that the 
earning power is present. 

For the average business man, the most useful classi- 
fication of the general types of bonds is that founded 
on the character of the security behind them. Viewed 
from this angle, we find that the most common kinds of 
bonds used in financing a business may be divided into 
two general classes : 

1. Those secured by specific assets, such as land, 
buildings, securities, etc. 
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2. Those secured only by the promise of repayment 
of principal and interest of the concern issuing 
them. 

Within these two general classes, the following tjrpes 
are commonly found: 

1. Bonds secured by specific property. 

a. Mortgage bonds. 

b. Guaranteed bonds. 

c. Collateral trust bonds. 

d. Secured by lease (equipment trust bonds). 

2. Bonds not secured by specific property. 

a. Debentures. 

b. Convertible debentures. 

c. Income bonds. 

While there are numerous other types of bonds offered 
under a variety of names, they will be found to correspond 
in most respects to the types listed. Because of the legal 
and financial technicalities involved in a bond issue, the 
average business man will do well to seek the advice of 
his lawyer, his banker, and a bond expert when planning 
to raise money thru the sale of bonds. 

HOBTGAGB BoifTDS 

As a general proposition, the t3npe of bond issue most 
popular with investors is one backed by a first mortgage. 
In some cases, bonds are issued under a second mortgage, 
or even a third, fourth, and fifth mortgage. However, 
the second or other junior mortgage issues are not always 
so popular as the first mortgage because of the greater 
security attaching to the latter. On the other hand, a 
higher rate of interest is usually offered for the second 
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mortgage issue, whioh attracts investors when a concern 
finds it advisable to use this type of financing. 

The condition of the investment market should be 
studied car^ully, when a bond issue is being contem- 
plated. The type of security pledged and the interest 
rate must be carefully adjusted to the current demands 
of investors if the whole issue is to be sold at top prices. 

It is well to repeat here again the advisability of going 
into a question of this kind thoroly with one's banker. 
He often can bring to the surface valuable factors to be 
considered that otherwise might be overlooked to the 
financial disadvantage of the business. 

To illustrate, a middle-western fiirm grew so rapidly that 
it was unable, with its equipment, to handle all the incom- 
ing business. It decided to raise additional funds for ex- 
pansion by means of a bond issue of $500,000. The three 
heads of the concern laid the plan before their banker. 
They went over the whole situation, and he showed them 
how by shaving their costs more closely, by buying mate- 
rials of tener and in smaller quantities, and by borrowing 
wisely ta discount bills, they could get along with a $200,- 
000 bond issue. This enabled the firm to hold its interest 
payments to the TniniTnum and still expand sufficiently to 
take care of increasing business. Then, too, there is always 
the question of the future. It is not always wise when 
business is booming, to put a lot of money into '^ bricks 
and mortar' ' for possibly only temporary needs. A banker 
can often help a customer to visualize his requirements 
in fixed assets. Fixed interest charges sometimes become 
more burdensome than is anticii>ated at the time of issu- 
ing the bonds. 

The following experience of a manufacturing corpora- 
tion illustrates this danger. The concern decided to bor- 
row $500,000 on twenty-year bonds secured by a first 
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mortgage on the real estate and buildings which it owned, 
and bearing interest at 5 per cent The security was excel- 
lenty but both stock and bond buyers, at the time these 
bonds were offered for sale, paid little attention to the , 
issue. They were, just then, more interested in the high- 
dividend and interest-paying securities of some of the 
' * War Brides, ' ' or in Liberty bonds. The result was that 
the manufacturing corporation's bonds sold at 81; that 
is, a $1,000 bond would bring only $810 in the market,* 
and the concern foxmd itself paying an annual interest 
charge of $25,000, or slightly over 6 per cent on $405,060, 
the amount the whole block of bonds yielded. 

Undbkwbitikg 

The usual practice in floating bonds is to sell the entire 
issue at a fixed sum to some bond house or investoient 
banker, who in turn sells the bonds to the public, usually 
at a higher price, the difference serving as the banker's 
commission. By this method, the borrowing concern is 
assured at once of a definite sum for the entire issue 
of bonds. 

GUA&INTEED BOKDS 

Sometimes a large corporation which owns a number 
of subsidiary concerns, cannot float a new bond issue 
because of the limitations of the mortgage under which 
a former issue was sold. 

In this case, it may be possible to sell the bonds of the 
subsidiary companies, secured by their property and 
gruaranteed by the better-known parent organization. 

The favor with which investors will regard such guar- 
anteed bonds depends partly upon the completeness of 
the guaranty, and partly upon the reputation for strength 
possessed by the guarantor. 
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CiOLLATEBAL TbXTST BoNDS 

A concern owning a considerable amotint of dividend- 
paying stocks and bonds of other companies, may use 
these secnrities as coUateral for a mortgage nnder which 
bonds may be sold. Snch bonds are called collateral 
trust bonds, and they have been nsed to a considerable 
extent in financing American railroads and holding com- 
panies. 

Where the borrowing concern is not dependent upon 
the dividends from the pledged securities for payment 
of interest on the bond issue, iijivestors will be willing, 
as a rule, to pay a higher price for these collateral trust 
bonds than would be the case where the borrower relies 
largely upon the return from his stocks and bonds pledged 
as collateral to pay the interest In the latter case, the 
price of the collateral trust bonds is likely to fluctuate 
with the market price of the pledged securities. 

r 

Bonds Seoxjbed by Lbasb 

As will be seen in a later chapter, the leases, instal- 
ment contracts, and mortgages held by concerns selling 
merchandise on the instalment plan, are frequently used 
as security for a bond issue. This method of financing 
has developed tremendously in recent years in ccmnection 
with the autcmiobile, talking machine, piano, washing- 
machine, and furniture industries; and several financial 
houses now specialize jn acting as trustees and certifying 
bond issues backed by the paper of these industries. 

A similar method has long been in use in the financing 
of railroads. Here, cars and other railroad equipment, 
purchased by a syndicate and leased to the railroads, 
serve as security, thru the assignment of the lease to a 
trustee, for issue of car or equipment trust bonds. 
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Because of the excellent security and the high interest 
rates usually paid on equipment trust Ixmds^ they are 
generally popular with investors. 

Dbbenxusb Bonds 

A strong concern may employ its credit as the only 
security for long-term credit. Bonds issued under such 
conditions are called * * debenture bonds. ^ ' They ordinarily 
hold priority over all stock obligations of the company, 
and the interest must be paid before dividends on stock 
can be declared. Usually the interest payments on thefte 
debentures are cumulative. The tyi)e of document m 
cases of this kind permits drastic action to compel pay* 
ment of interest in the event of a default Companies 
in popular favor, especially smaller concerns, sometimes 
are able to meet additional capital requirements thru this 
channeL 

CONVEBTIBLB DeBSNTTTBB BoNDB 

As a means of reaching bond buyers who desire a specu- 
lative opportunity to share in the future profits of the 
business, debenture bonds are issued with the privilege 
of converting them into the stock of the company at a 
fixed price. Usually this conversion privilege expires on 
a definite date before the bonds mature. 

From the point of view of the borrower, the sale of such 
convertible bonds is simply a deferred sale of stock, and 
frequently these bonds can be sold at a much higher 
price than the stock would bring at the time of the issue. 

The conversion privilege is not confined wholly to 
debenture bonds, but is sometimes a feature of other 
types of bond issue. Thus, the circular announcing the 
issue of $2,000,000 worth of ten-year 7 per cent bonds 
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by one mannf actoring company^ dated April 1, 1920, and 
secured by a closed mortgage on all the property of the 
company, provides that **the bonds are convertible after 
April 1) 1922, and nntil maturity, into 8 per cent cumu- 
lative preferred stock of the company, par for par, or 
when accompanied by warrants into common stock at $40 
a share at any time after April 1, 1922, and to and includ- 
ing April 1, 1925, and thereafter at $50 a share, eta" 

Income Bonds 

|The income bond has been used very little in recentll 
yeai* because it is not popular with investors. It pledges ' 
the payment of interest only when, in the judgment of the 
management of the borrowing concern, the income earned 
has been sufficient to permit payment, altho, like any other 
bond, the principal is payable at a definite date. It will 
be seen that such a bond possesses neither the virtues 
of stock nor of other types of bonds, and it is used mostly 
thru necessity due to reorganization or similar con- 
tingencies. 

CoNsmsB THE Investor 

It must be clear from what has already been said that 
the financial manager must continually consider the pref- 
erence of investors when planning a bond issue. 

His task is to purchase money at the lowest cost to his 
concern, and that does not necessarily mean the lowest 
interest rate. The bonds must offer the greatest possible 
attraction to the purchaser. This attraction may lie in 
the security of the repayment of principal and the regu- 
larity of income, in which case most investors will accept 
a low interest rate. As the security of principal is weak- 
ened, the interest return demanded by purchasers will 
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mcrease. Special features such as the conversion privi- 
lege deserve careful consideration in popularizing the 
issue. 

Care must also be taken to provide for ultimate refund- 
ing or repayment of the bond issue. In case it is the 
intention of the borrowing concern to retire the bonds 
at maturity, it is desirable £o make provision for the 
accumulation of a sinking fund. 

In general practice, however, bond issues are refunded 
at maturity by means of a new issue of bonds, stock, or 
short-term notes. Which of these three types of security 
may be used to best advantage will be determined largely 
by conditions prevailing in the investment market at the 
timd of maturity. 

In the case of bonds on buildings, equipment, etc., the 
serial form of payment is usually adopted A certain 
number of bonds mature annually, thus retiring the issue 
and maintaining the security behind the remaining bonds. 
In this connection, it is evident that the date of the ma- 
turity should be planned so that it does not come at a 
time when other heavy financial obligations must be met. 

Ikobeassd PoFULABmr OF Bo]n)s 

While in the past the use of bonds in financing was con- 
fined chiefly to the national, state, and launicipal govern- 
ments, to railroads and other public-service corporations, 
and to some of the larger industries, the tendency today 
is toward the use of the bond issue as a means of financing 
medium-sized business concerns. 

The reason for this is chiefly the greater familiarity of 
the public with bonds as investments. The war, with 
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its issues of Liberty bonds^ gave an enormous impetus 
to this movement of educating the public and enlarging 
the investment market. The probability seems to be that 
business will find more general use for bond issues as a 
means of borrowing on long terms in the future, altho 
during the first two years after the war it was claimed 
in financial circles that there had been an over-floating 
of bonds too great for the public to absorb easily. 

To reach the small investor, it is advisable to make 
the denomination of bonds as low as possible ; the so- 
called **baby bond^* having a value as low as $100 or $50, 
can be more easily distributed among a larger number 
of purchasers. General conditions will usually indicate 
the wise choice of the denomination in which to issue 
bonds. 

SELF-TEST QUESTIONS 

1. BONDS* What advantage have they over stocks in financing 
an enterprise? What disadvantages? 

2. PERIOD OF BONDS. What are the important factors affect- 
ing this? 

8. SIMPLE MORTGAGE. Why is this saperseded by the flotation 
of bond issues in many businesses? 

4. ••OPEN** OR "CLOSED.** How do such mortgage bonds affect 
the security and subsequent flotations? 

5. TYPES OF BONDS. Which is the most popular, and why? 

6. DEBENTURE BONDS. What are their featutos, and how are 
they used to best advantage? 

7. THE BOND INVESTOR. What is he most interested in, and 
why? 

8. UBtSBTY BOMM. What signiioant effect have iSaej had en 
the bond mairiMM 
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MBSTINO ADDITIONAL CAPITAL NSBDS III A 

GOING CONCERN 

A Wisconsin man started a candy business on a small 
initial capitaL He planned to bnild it up gradually, fig- 
uring that his profits would take care of necessary ex- 
pansion. He had a bank account, but he never talked his 
affairs over with the banker, and had never asked for a 
line of credit. His business grew rapidly, and within two 
years he was unable to take care of the demand. 

Here was an unexpected situation for him — a flourish- 
ing business with insufficient capital to meet his eusto- 
mors ' demands. Orders swamped him. He tried to catch 
up with the expanding sales end of the business, but could 
not finance it satisfactorily. He had no line of credit, 
and^ having failed to prepare ahead for a contingency of 
this sori, decided to sell out. Others with larger capital 
and varying sources for additional funds were, of course, 
eager to take advantage of the opportunity and made him 
attraeiive offers. Ha fiautUy accepted $10,000 for the 
buonass and f ovmd a salmed position with a2K){her &rm. 
H» gave iq) tibzee years of effort and a lueraitive opportu- 
nil|r for himaetf, mragij becaose he had not seen far 
eiMom^ ahaad to meet additional capital needs. Had he 
toremm hfla leqniremeBiks, he could qukftdy havm made the 
$10/)00 he aaqtiired from the sale and still have retained 
the bnsiiieae he had created. 

118 
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This is only one of the many somewhat similar in- 
stances of where inadequate capital for a going concern 
has meant disaster, a forced sale, or financial difficulties 
of varying degrees and duration. It matters little 
whether the concern is large or small, the effect may be 
the same. It is therefore highly essential that a new 
enterprise have the proper financial attention all along 
the line. 

Consult Youb Bakkbb Eablt 

It is worth while repeating here that one of the first 
acts of an individual or corporation planning and start- 
ing a new business should be to take up with a bankei 
the probable future needs of the concern. Expansion 
requirements should be thoroly gone into and, if pos^ 
sible, an understanding should be reached with the 
banker, by which his counsel ^nd assistance in the 
natural development of the enterprise may be counted 
on. And, as indicated in a later chapter, the choice of 
the banker should be thoughtfully determined upon. 

For instance, one middle-western concern had been 
dealing with a small bank friendly to one of the directors. 
This was perfectly satisfactory so long as the business 
was small. Gradually, however, the sales grew, taxing 
the owners financially and necessitating more and more 
money. Finally, and at a crucial time during ttie World 
War, it exceeded the lending capacity of the small bank. 

The directors recognized the urgency of seeking bank- 
ing connections of greater financial strei^gth, and began 
casting about. But the quest was not an easy one, for 
the business was still young and the times were not pro- 
pitious for this particular enterprise. Certain larger 
banks investigated the affairs of the company, but hesi- 



Additional Capital Needs 115 

tated to take it on as a borrower. And it needed a liberal 
line of credit. As a result it was many months before 
the directors finally persuaded a larger bank to take them 
on, and then for a very limited credit. 

Had the promoters of the enterprise prepared earlier 
to meet such a possible contingency, they no doubt would 
have been relieved of many anxious, discouraging hours. 

So the question of additional capital is one of great 
importance, especially when it means taking care of an 
unexpected growth at an unexpected time. As a matter 
of fact, no healthy business can stand still. This is very 
generally recognized. It must either retrograde or show 
advancement. Progress should be anticipated and fore- 
seen from the beginning, and plans laid accordingly. The 
question should be asked at the start, "What will be our 
future needs?" 

If the business is manufacturing, the requirement may 
be improved machinery ; if a retail store, a better method 
of displaying goods. In any event, it may be urgently 
necessary to provide more floor space. Plant extensions, 
provision for depreciation, and so on, all have to be con- 
sidered in order to play safe. 

Estimating Additional Capital Ebquibbmbnts 

In securing additional capital for a going concern, the 
same principles as outlined in Chapters III and IV would 
apply. The danger of overestimating capital needs should 
at the same time be carefully considered. For instance, 
if $100,000 were used in a project, when $50,000 would 
adequately answer the purpose, the interest on the other 
$50,000 would be an unnecessary burden of expense to 
the concern. In other words, the new additional capital 
would not be working efficiently. 
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Seijling Secubities — ^Accumulating a Subplus 

Additions to fixed assets, such as buildings, machinery, 
fixtures, and so on, can ordinarily be raised by selling 
additional securities. This is usually the procedure, as 
outlined in a general way in Chapter VI. A new building 
might perhaps be financed thru a mortgage or bond issue 
at 50 to 80 per cent of the cost of the building. Construc- 
tion companies or builders often undertake the financing 
as well as the building questions themselves. Machinery, 
equipment, rolling stock, etc., may often be secured on a 
leased basis, oh an instalment basis, or by means of some 
form of equipment bonds. Money required for testing a 
new advertising plan or for extending some new service 
to customers should be provided from an accumulated 
surplus. Obviously, there may be exceptions to every 
rule, based on the type of the business, its management, 
and its possibilities. The tenacity, wit, and courage of 
the guiding officers of a concern sometimes are of great 
assistance in bridging crises in business progress. 

Increasing the Capital Stock 

Probably the most popular method of enlarging the 
scope of a business is that of increasing the capital stock. 
The sale of these securities replenishes the treasury and 
furnishes the money to cover expansion Requirements. 
But here again, should occasion demand larger quarters, 
the need of corresponding additional working capital 
should not be lost sight of. In this problem the bank 
should be frequently consulted. 

In the allotment of additional funds for fixed and work- 
ing assets, it is essential that the proper proportion be 
decided on. To illustrate : A farmer bought an excessive 
quantity of land, which left him a very limited amount of 
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money to put into implements^ horses, live stock, and cash 
with which to compensate his laborers. He was unable 
adequately to cultivate the land on account of the lack of 
working funds to finance its operation. This misjudg- 
ment resulted in the farmer's being "land-poor.'' 

Making a Bond Issub 

The sale of bonds in order to obtain funds for a per- 
manent enlargement of a business has its advantages. 
This may be done when the stockholders desire to get 
funds at a low rate of interest, and to enjoy the additional 
profits of the new investment on their present holdings. 
For instance, if the funds from a $100,000 bond issue at 
5 per cent enable the concern to increase its earnings 
$25,000, this will leave a net profit of $20,000 after deduct- 
ing the $5,000 for interest on the bonds. This procedure 
will enable the stockholders to add to their return on the 
shares or to put it back into the business, thus increasing 
its worth. The interest charges on borrowed capital 
should, of course, be carefully weighed to prevent over- 
loading the business with this expense item. The question 
of bond issues was taken up more fully in the preceding 
chapter. 

BOBROWING ON PRIVATE COLLATERAL 

In some instances, the private collateral of individuals 
ooimected with a firm can be utilized to meet the exigencies 
of an expanding period. For example, an Illinois con- 
cern at the close of the war received a sudden avalanche 
of orders, but had insufficient funds to put them thru. The 
oflScers estimated that they would need $50,000 for a 
period of six months in order to finance the increasing 
business. They appealed to their banker but, circum- 
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scribed as he was, he could offer them only a small per- 
centage of the figure named. A friend suggested that 
they pool their private investments and present this 
collateral to another bank equipped to handle it. This 
they did, with the result that ^ey avoided certain stagna- 
tion and possible failure, and made good by the end of 
the six months. 

ACOUMTJLATINO A BbSSBVB 

But this is in reality an emergency measure. A busi- 
ness ought to expand naturally on its own merits, and 
that is what this chapter is intended to point out In 
figuring on all future developments it is necessary to 
keep in mind all the facts regarding the enterprise. 7o 
illustrate, depreciation may be great in certain lines, 
which means that funds must be available for necessary 
replacement. Reserves for depreciation, repairs, and so 
on have become much more common in recent years, and 
they are an encouraging sign in the general business 
structures of today. So important are they, in fact, that 
they are considered more at length in later chapters. Here 
the subject is touched on only in reference to the initial 
planning as a means of providing for expansion demands. 
Cost knowledge, turnover figures, and all other everyday 
financing facts as brought out in later chapters must not 
be overlooked ; nor should the usual two-f or-one rule on 
the ratio between quick assets and quick liabilities be 
ignored. Too often this feature in business financing is 
forgotten in going ahead with expansion plans. 

CONVEBSIOK OF WOBKING AsSETS IkTO CaSH 

Often a concern will unnecessarily tie up money in 
accounts receivable and in an unnecessarily large supply 
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of materials. The former could perhaps be reduced by 
a more rigid credit and collection system. The use of 
trade aoeeptanoes, as explained in Chapter XI, is another 
method of converting accounts receivable into available 
funds. The discounting of notes receivable releases tied- 
up working capital for other uses. A big store of ma- 
terials may be reduced in many instances without inter- 
fering with the efficient operation of the concern. By 
practicing such methods, cash may be released for a more 
profitable use. This will help to meet the demand for 
additional capital. 

Pbotecting thb Business Against Depbbssion 

Still another point to be proved is the probable per- 
manency of the increased- demand for goods or services. 
Is it brought about by some temporary, unusual boom, by 
post-war conditions, or by the vagaries of the buying 
public? To make expensive plant additions, to buy new 
machinery, or to make extravagant improvements in 
service to the public, in order to meet a demand which 
possibly may be only temporary, is not good financing. 
A business should be carefully protected against the 
collapse of a boom or an abnormal selling period of any 
sort, and this should receive thoro attention in planning 
for additional capital. 

Conditions following the war were a tax on the coun- 
try's finances because of high prices. These circums;tances 
called for additional capital in many concerns. In the 
majority of cases banks were able to help, thru the offices 
of the federal reserve banks. Kediscounting of high-class 
commercial paper helped considerably to relieve the 
strain on business. 

Inventories of usable materials furnish good collateral 



Additional Capital Needs 121 

for obtaining loans, but care most be taken not to have 
on hand an overstock. Especially is this important in 
boom times. The termination of inflation is always fol- 
lowed by a period of deflation. This fact must be borne 
in mind in making a loan. A miniTnTiTn stock on hand is 
wise at this period. A safe margin of surplus, reserve, 
or working capital, must be allowed for the deflation 
period in order to avoid this disadvantage. 

It is sometimes true that bankers fail to see the sound 
future in an industrial development, and this makes it 
difficult to obtain easily the assistance required in ex- 
panding. For example, when the automobile industry 
first began to grow, bankers looked askance at it. Few 
of them would lend to auiomobile companies at all, taking 
the attitude that it would collapse' just as did the bicycle 
boom. Their judgment proved entirely wrong, for many 
of the banking houses which at first refused to accept any 
automobile paper now seek it in normal times as particu- 
larly attractive for thek holdings. 

So it is that an expanding new business may not always 
receive the support to which it is entitled. Yet ordinarily, 
if the men in control of it will "lay all of their cards on 
the table," both for their banker and their partners or 
stockholders, they will find ready support in planning 
expansion and in providing funds for healthy growth. 

SELF-TEST QUESTIONS 

1. AGCUMVLATED PROPrrS. Is it safe to depend on them for 
additional capital needs? 

2. GONSULl TOUR BANKER EARLY. Why? 

8. RAISING FUNDS. For what purposes are they raised ? Will 
each case be financed in the same way? 

4. CAPITAL REQUIREMENTS. What ones should be consid- 
ered when adding to the fixed capital ? 
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5. MAKING CAPITAL AVAILABLE. In what is it ustuOly tied 
up? How is it made available? 

6. A MARKED INCRBASE IN BUSINESS. Why should the 
cause be analyzed? 

7. FINANCL4L SUPPORT. How can it be obtained? 



^ 
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MAKING THB RIGHT CHOICE OP A BANKBR 

A bnsinesb man chooses a banki not primarily for a 
depositary, but for a sonroe of borrowing to meet his 
day-to-day needs. Most banks are saf^ enough to trust 
with your deposits, but not all of them can be depended 
on to lend you money when you require it If the good 
business man were buying an automobile, he would not 
buy of the first dealer he approached, unless the dealer 
had a machine that served his purpose. The same com- 
parison can be made of the good business man and the 
banker. He is not choosing at random. He is going to 
study the organization, the class of business which each 
bank is accustomed and prepared to handle, the char- 
acter and reputation of its directors, and the business 
ability of the banker. Thru this study and analysis he 
chooses his banker. 

To analyze these qualifications sufficiently a fair knowl- 
edge of the different types of banks and of the significance 
of the various kinds of services which they are capable 
of rendering, is necessary. There are so many bankers 
offering so many kinds of services in so many different 
places that it is no small task to make tiie best selection. 

The right choice of a banker can often be made by 
asking your friends where they do their banking. If they 
are suooessful men, their judgment will guide you right. 
Examine the literature sent out by the institution; if it 
api>ear6 eonservative, find out who the members of the 

123 
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firm or the directors are. You might not be able to tell 
at a glance whether their literature appears conservative, 
yet you can often make a good guess. K they are adver- 
tising * * gilt-edge bonds ' ' at an unusually high interest rate 
and assuring you of big profits, it may be well to consider 
this as a danger signal A reputable banking house does 
not make glaring announcements of huge profits on the 
securities it is selling, but is more inclined to offer securi- 
ties bearing a reasonable rate of interest. 

The experience of many business men shows that the 
so-called "tight wad" should be avoided as much as the 
too liberal banker. In whatever class the banker may be 
you should find out all you can of his business policies. 

If a loan officer freely lets out his money, and fails to 
use reasonable caution with his customers, you may know 
that he will do the same with you, and is therefore a 
dangerous man with whom to do business. As a general 
rule, a person who cannot handle his own business suc- 
cessfully, will not handle the bank's funds or your funds 
to the best advantage. A fiirm, careful bank officer, even 
tho you may feel he is almost unnecessarily strict, is likely 
to be a better guiding counsel for the financing of your 
own business than a less cautious one would be. 

A successful shoe dealer in Illinois attributes a large 
share of his prosperity to ha^ng formed the aoqaaintanM 
of the right banker, and to having MtaUished a satis- 
factory rdlatiaQship with hm. "Hffviiig ooae dioten him 
and foQOid him wo/th whila," he aaQrs, ''I have abpays 
mad# a a pojbxt to be mort tmmk wiih him and to laj all 
my QECsds cm the 1»fc]«. I hsre aNig^ izifosned 1^ 
oi ikuy izBp€KdxBg fisajEmal tetmUb %t diaaisieB, and this 
teamwwk hu fmvariably aavied ijne day. Bad I been 
without his ocM>peratiom^ however, I snveigr Aowid not 
have been the success I am today. *' 
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Sbbyicbs of a Bank 

Thus f ar, we have considered the policies a bank should 
follow, the reputation and ability of its officers, and its 
financial standing. These qualifications are of paramount 
importance to the business man. Yet alone they would 
not be sufficient to secure the maximum benefit for the 
business. 

The average business needs a bank for one or more of 
the following services: 

1. To lend money and to discount notes and com- 
mercial paper. 

2. To carry a commercial checking account. 

3. To put away savings. 

4. To furnish financial advice. 

5. To give business counsel and to advise on invwt- 
ments. 

In selecting a bank for the services needed in your 
business, the accompanying chart will serve as a splendid 
guide. It shows the principal departments of a modem 
dty bank, and the services each department is capable of 
rendering. The small circle of the diagram, divided into 
six divisions, represents the following departments : com- 
mercial department, savings department, safety deposit 
vaults, bond department, trust department, and special 
departments. The space between the two circles rep- 
resents the services each defMtvteioirt renders to the bod- 

It is not to be supposed that every business will need 
all these serviaM, wr that all boainiss concerns will 
choose as a banker one who has all these services; but 
by the aid of this chart yon can eheck up your business 
md determine what services are needed, and then ohoose 
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the banker who does offer the serrices which jour busi- 
ness needs. Taking np more speoifically the services 
which a bank renders, we will consider the first, L e., the 
lending of money and the discoonting of trade paper. 



Wim. 20. — Fnactioiis uid Services Rendered b^ Qie Hodera Qly Bank 

The Function of Lending Money 

In most banks the service of handling deposits and that 
of making loans go together, yet, after all, the subject of 
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loans is the major point to consider. Of course, it is true 
that some firms borrow little, if at alL Yet these are 
undoubtedly the exception. To borrow profitably is 
really one of the vital factors in financing a business. 
Let us, therefore, see just why the choice of the right 
banker is so important. 

Suppose you have a loan from a banker, and unex- 
pectedly a financial flurry occurs. Perhaps your note is 
just about due, and the disturbance temporarily affects 
your collections. The banker demands that you meet the 
note on the due date, but you are unable to do so. What 
happens? The banker may seriously cripple your 
finances, and, in the light of self-protection, may even 
insist on a liquidation in order to meet that loan. Of 
course, drastic moves of this sort are becoming far less 
frequent than formerly, for the average banker has 
attained a greater breadth of business vision, and has 
the stabilizing influence of the federal reserve bank on 
his own business. Nevertheless, it pays to choose a 
banker carefully and to know that "in a pinch" he is going 
to help you rather than leave you high and dry in finan- 
cial chaos. 

From the standpoint of borrowing, too, it is necessary 
to know whether your bank is large enough to supply the 
funds needed. Many state banks and all national banks 
are forbidden by statute to lend to any single borrower 
more than 10 per cent of their capital stock and surplus. 
On account of this limitation, Jthe large borrower is often 
unable to obtain adequate loans from a bank with a small 
capital and surplus, and is therefore compelled to go 
outside of his community for his financing. Some business 
houses in small communities have additional banking 
connections in larger cities which have facilities for 
handling the commercial paper of great industrial 
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conoenui. If your banker's facilities are limited, it may 
hinder you in building up your business* 

To some degree a business can avoid the 10 per cent 
limitation on loans required by law, if it is selling goods 
on a short*time basis and receiving trade acceptances 
from its customers. The trade acceptances can be dis- 
counted with your banker, and this class of transaction is 
not defined by law as being a part of a regular loan which 
you may have with the bank. The types of banks which 
offer the best facilities for discounting trade acceptances 
and other forms of commercial i)^per are national banks 
and state banks which are members of the federal reserve 
system, tho many other banks are rapidly developing 
facilities for handling this business satisfactorily. 

Small banks, however, which do not have the facilities 
for discounting hig^-grade commercial paper of large 
industrial concerns are often more eager to handle the 
smaller accounts, such as those of young business men, 
and often can give excellent service on loans. A small 
bank, too, may not be so inclined to embarrass you on 
your loans in times of panic as a large bank where deal- 
ings are carried on with less of the personal contact that 
obtains in the smaller institutions. 

It is essential, too, to know just what your bank re- 
quires of you— all the rules and regulations governing 
payments, reneVsrals, and so on. For example, one firm 
was somewhat embarritssed because it was not notified 
when a note became due, as the bank simply charged the 
obligation to the customer's account. Thus the firm found 
its account depleted. 

Most banks are willing to make a business loan for a 
short period on personal security alone — ^promissory notes 
with or without indorsements — ^but at the same time they 
desire to know what use is going to be made of it. If the 
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loan is for a good use, there is a reasonable assurance 
that it will be paid promptly at the date of maturity. To 
enforce short-time borrowing, and to make sure that this 
money is not going into permanent improvements, many 
banks require that all loans be cleaned up at least once a 
year. To a concern whose business is growing and is in 
a healthy condition, the banker is usually willing to extend 
a loan for a short time without collateral security, if he 
has a reasonable assurance that it will be paid at the date 
of maturity from the earnings of the business or thru 
the sale of additional stock. Under normal conditions the 
borrower whose loans are based on readily marketable 
collateral can usually secure a loan from a banker more 
easily than the commercial borrower, and for a longer 
period and at a lower rate. Shortly after the World War, 
this was not the case. The commercial borrower on a 
^^line of credit" was on a much better footing than the 
commercial borrower today. Collateral loans were heavily 
curtailed by all conservative bankers, and money was 
loaned only for legitimate business needs. Personal loans 
with or without collateral were very much discouraged 
on account of the credit stringency and the strict busi- 
ness requirements, while under normal conditions per- 
sonal loans accompanied by collateral would be considered 
et, desirable form of loan. You should consider also before 
choosing your banker, whether a **line of credit'' can be 
secured. To say that a firm gets a *4iQe of credit'' at a 
bank means that it has the right to borrow money up to a 
certain amount. The **line" indicates the maximum 
amoxmt that the bank is willing to loan at the time on 
the basis of the credit rating and average bank balance 
of the borrower. 

In choosing a bank where you can secure the best bor- 
rowing service, consider one that has made a specialty of 
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jour business or of a line of business similar to yours. 
For example, banks today specialize more or less in a 
particular line of business. If you are an automobile 
manufacturer, it will pay you to use a banker who has 
specialized in the automobile industry, one who knows 
something of your product and of how an automobile is 
manufactured. A banker who knows your business is 
better fitted to estimate what your loan requirements are 
and to give you the best service. If a farmer chooses a 
bank which spends considerable time in promoting farm 
interests, he is reasonably certain that the bank will be 
of bene^t to him. The farmer may be in need of a tractor 
or mowing machine, or he may want to build a silo, or to 
make permanent improvements. If he has not the ready 
cash to buy equipment, he at once calls on the banker. 
Why does the banker often loan the farmer money with 
scarcely any security! The banker has made the farmer's 
business his business and has developed his ability to see 
the needs of the farmer. He is, moreover, a good judge 
of the value of various types of farm products. By aiding 
the farmer he benefits himself. 

Carrying Your Checking Aceotmt 

We come now to the second accommodation — a check* 
ing account — ^which must be considered in choosing a 
bank. Here several points are important to keep in mind. 
They may be listed as follows : 

1. The business standing of the bank. 

2. The personnel of the directors and officers. 

3. The average amount of deposit required to be car- 
ried. 

4. The location of the bank. 

5. Its financial strength. 
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BUSINESS STAKDINQ OF THS BiJTK 

We now take up the first point on the business standing 
of the bank. The business standing of a bank, whether 
good or bad, can be pretty safely determined by knowing 
something of its depositors. If a bank has a good stand* 
ing in the community, it has made its growth by satisfied 
customers who have told others of the bank's service. 
Merchants and business men who are known to be re- 
liable and successful do not usually carry their accounts 
in a bank unless they are satisfied with their business 
relations. The banker who has financed many business 
men thru business depressions and helped them to build 
up a strong business can usually be depended upon as 
possessing a good business standing. 

This is often an important detail in the case of a young 
business concern just getting a financial foothold. Prob- 
ably you have often heard someone say : "They must be 
a pretty good firm; I notice they bank with the Home 
National. '* This sums up the situation. The **Home 
National," or whatever its name may be, has a particu- 
larly good name as a business bank. It is a mark of 
distinction to draw checks upon it. Unquestionably this 
^ is worth a great deal to the btisiness firm just getting on 
its feet — ^to say nothing of the concern which wants to 
retain its standing in the commercial life of the com- 
munity. 

PEBSONNEL OF THE BANK OFFIOBBS 

The second point, somewhat akin to the first, has to do 
with the personnel of the bank. The integrity, experience 
and vision of the directorate, and the good will and 
broad-minded thought of the officers, should be carefully 
looked into. Upon investigating, one is amazed to find 
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how little business houses actually know about the direc- 
tors of the bank with which they do business. They 
would be better informed, so that they might know 
definitely whether they have made the best selection of a 
bank, if they appreciated as fully as they should, the 
importance of this knowledge. 

THE DEPOSIT BBQUIBED 

The third point may be mentioned only briefly because 
the rule is quite general among banks to require a de- 
positor to keep on hand 20 per cent of the amount he has 
borrowed. This, bankers insist, is necessary in order to 
keep a proper balance on commercial loans and to make 
it profitable to handle the account. However, some banks 
are content to insist on only a 10 per cent deposit^ while 
others vary the percentage all the way from 10 per cent 
to 20 per cent. Of course it goes without saying, that 
the bankers look with favor on the bank account which is 
proportionately large with reference to the amount bor- 
rowed, and it is well to keep on the "good side" of the 
banker whom you have chosen to assist you in guiding 
your financial destinies. And then again, it is important 
that every individual or firm keep on deposit a sum 
liberal enough to cover any possible business emergency. 
This was brought out forcibly after the end of the World 
War. The concern with an ample reserve bank iaccount 
was able much more easily to adjust its finances to 
changing conditions than the one with little ready cash 
to fall back on. In this connection it is well to add that 
many banks pay interest on commercial deposits above 
a certain sum. Some pay on all amounts above $500, 
while others allow interest on any sum over $100. The 
usual rate for this is 2 per cent Thus, the larger the 
deposit the greater the return from this source. 
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LOCATION OF YOUB BAKK 

The location of a bank does not mean so much, perhaps, 
where daily deposits are left to messengers or clerks. A 
little more time consumed in going and coming is not a 
big expense item. Where possible, however, it is con- 
sidered wise to be as near to your bank as possible, be- 
cause of the saving of time, especially on occasions of 
stress. Then, too, many executives, treasurers, or other 
financial officers, have found it desirable to make their 
own deposits two or three times a week in person, for in 
this way they keep in closer touch with banking develop- 
ment8« 

FINANCIAL STRENGTH OF YOXTB BANK 

We have placed financial strength last because it really 
may usually be taken for granted in most states today. 
Federal and state banking laws are very strict, national 
supervision is searching, bonding and insurance safe- 
guards furnish adequate protection, and, except for pri- 
vate banks, which have practically disappeared under the 
drastic legislation of a number of states, your money is 
usually safe in any recognized state or national institu- 
tion. 

Yet it is w^ll before choosing your bank to consider 
other points indicative of a bank's strength and points 
that may show a weakness ; for illustration — 

The paid-in capital stock of a bank may be small, and 
yet the bank may be very sound. A bank capitalized for 
$25,000 may be just as sound as one capitalized for 
$1,000,000. It may indicate that the bank would not have 
a sufficient amount of assets to make loans to a large 
business. If a bank has invested a large amount of its 
capital in a massive building and expensive fixtures it is 
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no indication of its strength or its weakness. But if this 
bank has followed extravagant policies in using its capital 
and does not have a reasonable amount of surplus, it naay 
indicate a weakness. A newly organized bank should 
rent its building if it finds it is cheaper than owning the 
building. The equipment of the bank should be sufficient 
to take care of the business, but should not involve a 
useless expenditure of money. A very remarkable in- 
stance may help to emphasize the importance of conserva- 
tive and sound business policies in the bank you choose. 

A bank in Indiana was organized, whose directors and 
stockholders decided it would be a good policy to invest 
at least 50 per cent of the capital in an expensive building 
-—one that presented a good appearance to its customers 
— 20 per cent in fixtures and furniture, leaving less than 
30 per cent of its capital for loaning purposes after de- 
ducting what was needed for taking care of their cash 
reserve requirements. They did not emphasize the need 
of reserving adequate capital for serving the needs of 
their customers. The result was that the bank made a 
fine outward appearance, but did not give the desired serv- 
ice to its customers, such as extending adequate credit. 
Therefore, in choosing your bank, you should keep in mind 
that an expensive building and fixtures with a good phys- 
ical appearance do not always mean that the bank can 
lend you money when it is needed. A strong bank may 
be found in a frame building which has only serviceable 
furniture and equipment. 

A large surplus is a good indication of a bank's 
strength, as it represents a fund which has been accu- 
mulated thru the sale of the bank's stock in addition to 
its original capital, or a fund which has been accumulated 
from its earnings. It serves as a secondary capital giving 
the bank a larger available fund for loaning purposes, or 
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one which itiay be used to take care 6f any contingent 
liability that may occur. For illustration, a bank may 
have losses occurring thru bad loans or other causes, even 
tho it has ezeidsed reasonable care. With the aid of this 
fund, the losses can be charged off without iix^airing its 
capital stock. Many banks set as a goal the building up 
of their surplus to equal the capital stock, fully realizing 
that a large surplus is a very good advertisement for their 
institution. 

Savings Accounts 

We come now to the third divison of general banking 
service — ^handling savings accounts. This, however, is 
not of such vital importance to the business man, and 
needs no special discussion here, except to point out a 
growing tendency among progressive concerns to use the 
savings department for special accounts, such as ftmds 
for taxes, temporary reserves, and so on. Usually, little 
depends on the business choice of a banker with reference 
to savings, other than the points discussed in other para- 
graphs of this chapter. Sometimes, however, interest 
varies in different localities and under keen competition. 

Financial and Business Advice and Service on 

Investments 

The fourth and fifth divisions can be taken up together, 
as these cover the service of banking. The business man 
should be careful to choose a banker who is ready and 
willing to give him financial and business advice. From 
the standpoint of investments tius ia doubly important. 
Some larger banks have regular industrial service de- 
partments which imdertake to help customers in this way. 
A man's investments may have a very direct bearing on 
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the Buocess of his business. The alert, prospressive banker 
often can be of assistance. 

An automobile dealer in the middle west found himself 
in dire financial straits. He went to his banker for help, 
and the banker, instead of upbraiding the customer, said : 
"Mighty sorry you've gotten into this condition, but 
maybe we can get you out of it O. K. Til put on my hat 
and go over to your place and see what can be done.'' 

Notice here that the question of a loan did not come 
up; also that the banker did not sit back in his com- 
fortable chair and theorize on what might be done. He 
went with his client to the scene of the trouble. Arriving 
at the automobile show room, the banker discovered that 
altho the dealer was a business-getter, an enthusiast, 
and a selling success, as an executive he was weak on 
inside and accounting routine. In the stock room, for 
example, he was paying three young men when one would 
have been enough. The accounting was in a bad tangle. 
The banker went all over the place, taking notes and 
making recommendations. 

As a result the help was reduced, a first-class book- 
keeper and accountant was put in charge of the books, 
and the expense was reduced materially. It followed 
that the dealer did not need to borrow any more money, 
and his business was more firmly and soundly established 
than ever. 

CO-OPERATIOK BETWEEN BAKKEB AKD DEPOSFTOB 

Now, the point here is this. Had there been none of 
this co-operation between customer and banker, had the 
banker not been alert to the requirements of that partic- 
ular business, the place might have been closed up — a 
dismal failure. Many an instance like this has come to 
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light Be sure your banker is one who understands you 
and your business — who is wide-awake to your every- 
day borrowing requirements. If you do not need to bor- 
row, he should know or find out exactly why. 

From questioning a number of men, one finds that an- 
other point worth remembering is to choose a banker who 
is conversant with your particular line of business. For 
instance, if you are in the contracting business, you 
would want a banker who knows something of the finan- 
cial problems of this business — ^borrowing on contracts 
in order to get supplies, and so on. At least some mem- 
ber of the board of directors should know what yeur 
financial routine is. This, however, is subsidiary to the 
larger questions of the character and soundness of the 
bank officials. 

Competition aboveboard is usually considered a high- 
class method of doing business. It doesn't work out sat- 
isfactorily, however, if unfair advantage is taken of it 
To illustrate : One instance was found where one of the 
directors of a bank used his place on the board to acquire 
valuable financial information about his competitor in 
the same line. Thus he was able to take advantage of 
his business rival in a number of ways. So, obviously, 
it will pay business men to make sure that no one in their 
bank can abuse his responsibility in giving out informa- 
tion of this sort which should be held sacred. 

XIVOS OF BAHKS 

We have outlined what you should look for in choosing 
your bank, but we have not suggested what particular 
bank might be best suited to your requirements. For 
business purposes these types of banks are avail- 
able: (1) national; (2) state; (3) trust; (4) private; 



!> 
is 

ID 

i 
a 



m 



liii 
4 -. 

Ssllllll'ls 



itlsii 






The Right Choice of a Banker 141 

(5) investment; (6) 'Morris plan; (7) federal reserve; 
(8) federal land; (9) *^Edge'Law.'' 

To some extent the specific functions of these banks 
vary. For example, the national bank must conform to 
federal laws and must confine itself purely to short-timed 
commercial loans (usually without security, but based 
on a definite line of credit), while state and trust banks, 
which operate under state laws, can accept longer time 
loans on real estate and safe collateral of bonds, stocks, 
and so on. Many of the national, state, and trust banks 
will not lend to new business ventures — ^they prefer to 
wait until a business is well established, because the laws 
are so strict and severe should losses be incurred, pri- 
vate banks, on the other hand, may find it advisable to 
lend more liberally. With private banks, too, there is 
no capital stock percentage limit on loans to individual 
borrowers. The Morris plan bank is somewhat of a boon 
to the young business man who borrows on his character 
and wants to pay the loan back in instalments. 

The federal reserve bank is useful to the public only 
indirectly. It does not deal with individuals, but with 
banks which are members of it. Private banks cannot 
belong to the system. The federal reserve stabilizes 
banking credit, furnishes money thru legitimate bank- 
ing channels to districts in need of it, and prevents un- 
steady financial conditions by backing up member banks 
in times of unusual financial demands. 

Investment bankers are especially equipped to give 
counsel on investments and to handle purchases of bonds 
or other investments for their clients. In choosing such 
a banker great care should be taken to see that he is re- 
sponsible, financially and otherwise, and that his record 
shows success based on good judgment and wise selec- 
tion. An investment banker should be of a type who not 
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only selects good ''buys/' but also watches and guards 
the investment after he has sold it to a client. For in- 
stance, in case of a great fluctuation in a stock purchase, 
he would take steps to protect his client if the market 
were declining. Favorable terms are also a considera- 
tion in selecting an investment banker, while his market 
range and ability to locate and obtain good securities at 
a reasonable figure are also important. In this connec- 
tion it is well to buy a variety of securities — ^not just one 
type. If an investment banker tries to get you to put all 
your money into one kind, then he is probably not a safe 
man to deal with. Better choose another. 

Trust banks cover even a greater range of activities. 
Among the services they 'offer are the receiving of se- 
curities for safe-keeping; the collecting of dividends 
and interest; executing legal documents under a power 
of attorney ; and compiling and making available informa- 
tion of all kinds on business, securities, and property. 
Trust services are usually in demand from all types of 
business concerns. 

For keeping valuables, nearly all b^nks have safety 
deposit vaults, charging usually a uniform price for 
rentals according to city and location. 

Federal land banks were organized under the Federal 
Farm Loan Act. The purpose of this type of bank is to 
aid in financing the agricultural communities of the 
XJinited States. Loans can be secured thru these banks at 
reasonable rates of interest for long periods of time on 
farm lands, if the proceeds of the loan are to be used for 
the purchase of land, or for the purchase of equipment 
for buildings for the improvement of farm lands, or for 
other agricultural uses. 

The **Edge Law'* banks are a type of corjwration te- 
oently authorized under the Edge law. The Edge law 
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was enacted becanse of the urgent need of obtaining fa* 
cilities for extending long-time credit in sales of machin- 
ery and supplies to Enrope. 

This new type of bank or corporation will render the 
general service of credit facilities for export ^nd import 
trade. These corporations shall not ^carry on in the 
United States any part of their business except such as 
shall be incidental to their international or foreign busi- 
ness. 

ThiSy then, covers in detail the main points which 
should be considered and carefully watched when select- 
ing a banker. If you feel you are entitled to full bank- 
ing crediti size up the banks in your community and then 
choose the one best suited to your requirements. If you 
are rebuffed or turned down, don't be discouraged. Try 
the next best one. Persistence, it has been found, is some- 
times necessary to line up successfully with a worth while 
bank on the basis of obtaining a line of credit. But 
usually it is possible to find one that will handle the ac- 
count on a satisfactory basis. As your business grows it 
may be advisable to have a second banking connection, 
perhaps in a larger city. This has been found to be wise 
in numerous instances. It gives a wider latitude in bor- 
rowing to meet seasonal demands, and gives a bigger 
sense of security, as well as a wider field for legitimate 
financial operations. 

To sum up : Ejiow what your financial needs are, and 
then choose the right bank to meet them. This done, you 
have made a wise step in your plans for financing your 
business successfully. 
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SELF-TEST QUESTIONS 

1. ANALYZE THE BANK. What points should be watched? 

2. A BANK FOR BORROWING. What points make it strong for 
this purpose? . 

8. A BANK FOR DEPOSITS. What are the fiTe points to con- 
sider? 

4. ADVICE AND SERVICE. TpiaX can you expect from a bank? 

5. RELATION OF BANKER TO DEPOSITOR. What should it 
be? 

6. KINDS OF BANKS. What are they, and what are their uses? 



CHAPTER IX 

WILL TOUR FINANCIAL STATBMBNT PASS MUSTBR? 

''A business man came to me for a loan not long ago/' 
says a middle-western banker, ''and presented his 
finaneial statement. I reached in the file and extracted 
his last previous statement of a year ago. Comparing 
them I qnickly discovered that he had placed an addi- 
tional valnation of $4,000 on some vacant property he 
owned. I then noticed that his net worth showed a de- 
crease of several hnndred dollars. 

'^Now, I knew offhand that his property had not in- 
creased in value from the time he made his previous 
statement. Conditions in that locality were such that it 
would have been impossible. It was plain to me that the 
man had attempted to cover up serious losses in his small 
business by inflating the figure for this vacant land. 
Otherwise, the net worth would have shown a danger- 
ous shrinkage. 

'' 'Have any improvements been made in your neigh- 
borhood or on the property to warrant the additional 
valuation placed upon it in your statement f I asked the 



man. 



His answer was in the negative, of course, for he knew 
just as well as I that I could not grant him a loan on that 
kind of a statement.'' 

DaKQXB SlOlTALS 

r 

This is, perhaps, typical of the way bankers analyze 
the financial items presented by customers. To be sure, 
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it is often necessary to supplement analyses with a thoro 
investigation of the business. Still, tiiere are certain 
danger signals which statements frequently present, such 
as inflation of items, too great an amount of qui& liabil- 
ities, too little insurance, and an abnormal showing of 
accounts receivable, indicating slow collections. These 
weaknesses bankers constantly watch out for. In fact 
one bank credit manager has tabulated questions to guide 
him in making decisions. They are shown in Fig. 24 
because they indicate for business men the details that 
they should keep in mind in making up their statements. 
Thus, with this chart before him, it should be compara- 
tively easy for every business man correctly and care- 
fully to analyze his own business. The maMng up of a 
financial statement is simple if basic facts are honestly 
observed. Yet, notwithstanding the simplicity of the 
task, it is astounding to note the number of applicants 
for funds who are turned down. Careful inquiry shows 
that less than 25 per cent of those who seek loans re- 
ceive favorable consideration. Why t There are several 
reason^, most of which could easily be rectified, were each 
business man to analyze more carefully what it really 
means to finance himself. There are a lot of simple de- 
tails which, taken in the aggregate, are most important 
and must be observed in order to be in a position to make 
the proper appeal to your banker. 

Financial Unsoundk»mi 

Of course one very obvious reason for being turned 
down is the fact that a business may be financially un- 
sotmd or at least not on the right financial basis. Often, 
however, this trouble can be overcome and the business 
saved. 



Your Banker Will Ask You 

When You Seek a Line of Credit 



QUICK ASSETS 
Caifa on Hand in Bank 

' 1. It dM cuh bilinc* oamul or ondaly largi in iifldpB. 
ttat of ui *ndlt? 
3. DOM tfaB cash contaia xay X. O. V.'m, or memo't cover- 
Ins irithdrawala or expouM toch u paid cash WUm, •>• 
peiiM* votuhont etc? 

3. la the catb on hand and in ban^ in a ratio of 1 to 4 of 
moiier barrowed? 

4. la any part held bj qneatioiiabla coneama or inatitit- 
tiom m proceaa of liquidation? 

NOTES RECEIVABLE 



1. It tfie concern doing a caib b 

2. Do anjr of the notes repreaent loans to offibers, em- 
ployees, relatives, etc.? 

3. Do the notes represent actual sale of goods? 

4. Is the fnO amoont of notes receivable on hand stated, 
or are notes p^able deducted? 

5. Do die notes r ^ireseat recent tranaactiona, or are tbay 
notos givoi to cover past-due accounts? 

6. Are there any notes irtiicb have been renewed? 



Fn. Si^Bonfcer'B Qnestlani to One Seeking a Line of Credit 
(Contlnusd on foiiowf»( pacea) 
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7. Do the notM mature with ninety dagri. or do tfiej ex- 
tend over long periods of time? 

8. What proportion of the notes are dlacomited with the 
hank? 

9. Are the notes secured by collateral? If so, what is the 
▼alue in comparison with the face value of the note? 

10. Are there any accommodation notes? 

11. Are there any notes due from affiliated firms? 

12. Have trade acceptances been taken for past-due ac- 
counts? 

13. Have trade acceptances been issued for small amounts? 

14. Are the trade acceptances for a period longer than tiie 
normal time of sale? 



ACCOUNTS RECEIVABLE 

1. What is the total amount of accounts receivable less 
than 30 days past due? The total more than 30 days 
past due? 

2. Have any of the accounts receivable been hypodiecated 
or assigned? 

3. Are any accounts included, due from related or affifiated 
concerns for sales or advances to them? 

4. Are any accounts included* due from officers* employees* 
relatives, etc.? 

5. Have any reserve accounts been set up to provide lor 
bad debts? 

6. Is the full amount of accounts stated* or have accounts 
payable been deducted? 

7. Have all uncollectible and worthless accounts been 
charged off? 

8. What is the proportion between notes receivable and ac- 
counts receivable* to yearly sales? 



MERCHANDISE 

1. Is the finished merchandise np to date and marketable* 
or does it include shopworn* old* and out-of-date stock? 

2. Is there a constant demand or ready sale for the fin- 
ished merchandise* or does it consist of luxuries or a 
line of goods subject to sudden changes? 

3. How is the inventory taken? 

4. Was the inventory taken by responsible officials? 

5. How are trade and cash discounts handled? 



Fm. Sir-Banker's Questions to One Seeking a line of Credil 

(continued) 



Will Tour Statement Pass Muster? 
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6. Have interest; selling expense, and administrative ex- 
penses been included in the inventory? 

7. Is the merchandise in proper ^tatio to the annual sales? 

8. Is the merchandise in proper ratio to accounts receiv- 
able? 

9. Can the merchandise in process or the raw material be 
sold readily widiout much loss? 

SECURITIES 

1. Have any of the securities been hypothecated or assigned? 

2. Are the securities available as ^quick assets," that is, can 
they be turned into money quicldy in time of need? 

3. Do any of the investments include deeds and mortgages? 

^4. Is the nuurket value of the securities less than book 
value? 

5. Are the securities of affiliated or subsidiary companies? 
If so, are there contracted obligations incurred thru own* 
ership? 

6. Does the concern have a tendency to speculate in securi* 
ties? 

FIXED ASSETS— REAL ESTATE AND PLANT, 
MACHINERY AND FIXTURES 

1. Has the concern a good title deed to the land? Has the 
deed been properly recorded? 

2. Are the land and plant encumbered by any mortgages? 
If so, to what extent, and who holds the mortgages? 
Are the buildings in good condition for business pur- 
poses? How old are the buildings, and what kind of 
material was used, wood, brick, stone, or what? 

3. Are there any unpaid taxes, assessments, or other liens 
against the property? 

4. Has there been set up a reserve for depreciation on 
building and plant equipment? If so, what is the method 
for determining the rate of depreciation? 

5. In the property adequately insured? 

6. Is the machinery of any value, in case of liquidation? 

7. What is the rate of depreciation on machinery and^ equip* 
ment? 

8. Are the machinery and equipment clear, or covered by 
chattel mortgages? 

GOODWILL, PATENTS, TRADE MARKS, ETC 
1. How are these valued? 



Fn. 24.— Banker's Questions to One Seeking a Line of Credit 

(continued) 
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QUICK LIABILITIES 

Notes Payable 

1. Are the notes given in payment for purchases of mer- 
chandise? 

2. Is this the regular practice ef the concern* or are thej 
given for over-due accounts? 

3. Are any of the notes miade payable to local bankers? If 
so, are. they secured by collateral? 

4. Are any of the notes payable to banks indorsed or guar- 
anteed by individual interests in the business? 

5. Are any of the notes given for money borrowed from 
relatives, friends, o£Bcers, directors, etc.? 

6. Are there any notes (commercial paper) sold on the 
open market or dim brokers? If so, now is the money 
to be used? 

7. Are all outstanding notes payable shown in the state- 
ment, or have some of them been deducted from notes 
receivable? ^ 

8. Has any of the money borrowed been used for pajdng 
dividends? 

9. Have any of the notes payable been renewed? 

ACCOUNTS PAYABLE 

1. Are sny of the accounts payable past due? 

2. What amount represents regular trade obligations? 

3. Are any of the accounts payable due to affiliated con- 
cerns, directors, officers, employees, relatives, friends, etc.? 

4. Are any of the accounts payable secured by collateral or 
in some other manner? 

CONTINGENT LIABILITIES 

1. Has the concern indorsed any notes for others? 

2. Are there any unfilled contracts for receipt or delivery of 
goods? 

ACCRUED LIABILITIES 

1. Have all items, such as interest, taxes, wages, etc., which 
have accrued to date, been indicated on tilie statement? 

2. What is the total amount of bonds issued, and for what 
purpose? 
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(continued) 
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3. What provision has been made for the retirement of the 
bonds, and when are they due? 

4. Do the bonds represent a lien on the general assets* or 
only on the real estate, buildings, etc? 

5. Is there any sinking-fund provision in the mortgage? 

6. Does the mortgage stipulate that the current assets must 
be maintained at a certain amount in excess of the cur- 
rent liabilities? 

7. Has the mortgage been properly recorded? 

8. Is there any interest unpaid on bonds or mortgages? 

SURPLUS ACCOUNT 

1. Have there been any recent appraisals on tibe land, build- 
ings, etc? 

2. Is the surplus sufficiently large to pay off all contingent 
UabiUties? 

3. How has the surplus account been created and built up? 

4. Have dividends been declared out of surplus arising from 
the sale of stock? 

PROFIT AND LOSS STATEMENT 

1. How do the sales and profits for the period covered by 
the last statement compare with those of past corre- 
sponding periods? 

2. Does the profit and loss statement represent accrued 
eauiings? 

3. Does the profit and loss statement analyze the source of 
profits or losses? 



Fio. 24« — Banker's Questions to One Seeking Line of Credit 

(concluded) 



The instance given in Chapter VIII will stand repeating 
here. The middle-western automobile dealer already men- 
tioned saw that he was losing financial ground and he 
called on his banker. Realizing that it probably would 
be difficult to borrow, he made no effort to submit a 
financial statement, but merely asked his banker to advise 
him what to do. The banker, in turn, was interested and 
offered to visit the dealer's shop. 
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There the two went over the situation together. The 
banker quickly confirmed his conviction that in the 
enthusiasm of selling, the dealer had neglected the finan- 
cial side of the business. The advice the banker gave >iitti 
was substantially as follows : 

"Cut down your help. You have three stock boys when 
all you need is one good helper. You need a real ac- 
countant to keep your books and outline your financial 
program — ^someone who can watch costs and balance 
them properly and profitably with sales. Then, by keep- 
ing a closer watch on the important details of your busi- 
ness, you will have no trouble in financing yourself. You 
don't need money from the bank until you have followed 
these suggestions." 

The dealer, encouraged by this co-operation, made the 
ojianges recommended; quickly saw financing and its im- 
portance in a new light; and soon had his business in 
good condition. 

iNCOMPIiBTE StATXMSNTS 

Another reason for so many turn-downs is that state- 
ments are often incomplete. To the banker they are like 
a dining-room set without the table. The most important 
information is missing. To state the case frankly, this is 
frequently due to ignorance of business finance. The 
applicant, tho reasonably successful, has not a definite 
idea of the factors which make up a complete statement. 
He runs his business perhaps more on intuition than on 
conscious basic principles. But intuition does not help 
the banker. He must have the cold, hard facts — especially 
since he is lending other people's money, the money of 
depositors. It will therefore pay every reader of this 
book to go over carefully the charts of Figures 25 and 26. 
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It will show him what facts are necessary to make his 
statement complete. 

A Lack of Fbankkxss 

A third reason for so many tnm-downs is the fact that 
some statements are not entirely frank. They have been 
"doctored" more or less. By this it is not meant that 
applicants deliberately falsify their statements. Inves- 
tigation shows that the proportion of mek who are con- 
sciously dishonest in this way is extremely small. The 
trouble apparently comes more from an unconscioi;s de- 
sire to "put the best foot forward/' so to speak. As the 
salaried man tells his friends he is getting $5,000 a year 
when he is recei^dng actually only $4,800, so the business 
man sometimes wants his banker to see him at the top 
notch of financial progress. He may intend no dishon- 
esty, yet that is what it amounts to in the banker's eyes. 
Inquiry indicates that bankers would far rather have a 
borrower tell the worst about his business, rather than 
the best. Then there is no doubt about the condition of 
the concern, and the banker knows exactly how far he can 
go in lending. It is therefore absolutely essential that a 
statement be confined strictly within the facts. Efforts 
to make a concern's finances appear rosier than they are 
will usually be of little avail in seeking a loan. 

Often business men suddenly find themselves in need 
of money and immediately become fearful of the future. 
They nervously rush to the task of getting up a statement 
and in their anxiety stretch a figure here or cover up a 
weakness there to make it look good. Without realizing, 
they often are setting down amounts that are not exactly 
true. This is the worst method they could pursue. Many 
times the business man would receive at least some help 
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if he were frank, whereas he goes away empty-handed 
because his figures are "off-color." 

Essential Facts Omitted 

A fourth reason for turn-downs is that altho a state- 
ment itself may be complete as to items, yet facts neces- 
sary to explain fully the conditions behind these items 
are omitted. Hidden weaknesses are not shown. Thus 
the banker, with his keen financial analysis, senses some- 
thing that is not right and has to dig farther into the 
status of the business. 

Putting th^ House in Obdeb 

To obviate this difficulty every applicant should put 
and keep his "house in order" financially, as pointed out 
in Chapter IH. In the first place, the costs of the busi- 
ness must be kept accurately and the collections speeded 
up. Next, the owner or manager should check his finan- 
cial condition thoroly against the points outlined in the 
chart. Then he shoidd diligently make up his statement, 
based on the exact conditions. It would help if he made 
one out every month, whether in need of money or not. 

By analyzing his statement he may be able to eliminate 
weaknesses in his business which would otherwise cause 
the bank to shut off his open line of credit. In other 
words, the business man can thus learn to finance himself 
better, and when he comes to the bank for help, he will 
not only find his banker willing to co-operate with him, 
but will have the reasonable assurance of financial assist- 
ance at any time. 

This means that he will be absolutely frank and honest. 
He will have his figures so correct that no flaw will be 
found in them, and the relations of customer and banker 
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will antomatically become more advantageous to both. 
This would obviate having to turn down men whose state- 
ments could not possibly warrant a loan, for they would 
know from their own analysis that a bank operating 
under strict rules and laws could not grant their request. 

Take the instance of a small concern whose financial 
statemient showed a net worth of $4,0009 while the quick 
assets were entered at $6,000 and the quick liabilities at 
slightly over $4,000. According to net worth, this com- 
pany believed itself entitled to a loan of $1,500. On the 
other hand, the owner did not analyze his figures enough 
to see that his liabilities were too great. According to 
the usual ratio of 2 to 1 his quick assets should have 
totaled $8,000. As it was, the margin between them was 
too small. 

It might have been possible and indeed perhaps easy 
for this concern to have got its affairs in better shape had 
it spent a little time outlining its condition according to 
facts. In every instance care in placing a business on a 
definite financial basis should result in favorable attention 
from the bank and should tend measurably to reduce the 
great percentage of turn-downs. 

The chart, then, together with the foregoing outline, 
indicates just what a statement should contain and how 
that statement should mirror the true condition of the 
business. Inquiry shows that men frequently have 
missed opportunities to enlarge their activities because 
of their failure to put up to their banker a favorable 
analysis of their finances. 

Appboaching the Bankbb 

This brings us to the important question of making the 
proper contact with the banker. When approaching a 
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lending officer some men take the attitude that they are 
just about to ask a favor. This is no more true than it 
would be to say that getting a salesman to wait on you is 
asking a favor. In either instance it is a business oppor- 
timity. The banker makes his profit on loans. You are 
a customer and should go to him realizing that legitimate 
borrowing is purely a business transaction. Your right 
to borrow must not be overlooked. 

Keeping this in mind, then, the business man who has 
analyzed his own statement and presents it in the knowl- 
edge that it will certainly pass muster can face his banker 
with no compunction of conscience. Frankness caimot 
help but command favorable attention and the proper sort 
of help. Tell your banker everything and make your 
attitude one of co-operation. A common ground of un- 
derstanding is necessary and a complete statement 
encourages co-operation and mutual trust.. It is, of 
course, taken for granted that you have chosen the banker 
who can tal^e care of your needs satisfactorily, as pointed 
out in the previous chapter. One successful executive 
calls his banker on the telephone whenever he is about to 
make a new important move. Even tho he may not re- 
quire additional funds, he gets this helpful co-operation 
from day to day. He is always careful, too, to get his 
statements in promptly. He never waits for the banker 
to ask for them. Another man sends his banker a state- 
ment every month, regardless of whether he wants to 
borrow. Thus the banker knows minutely the progress 
of the business and holds himself ready to extend credit 
at any time should it be called for. Besides the statement, 
this busine&is man sends the banker a brief summary of 
his sales from month to month in comparison with the 
previous year. This makes a valuable bird's-eye view <A 
the concern's finances. Such co-operation tends to the 
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building of a strong and important relationship between 
bank and customer. Business- men generally are grow- 
ing to see what this means in financing their concerns 
evenly and without worry. 

ThB PsBSONAUTT 07 THE BOBBOWXB 

It should not be forgotten that, aside from financial 
strength, bankers weigh carefully the personal equation 
in regard to loans. For instance, it may not matter how 
much money a young man may have behind him, yet if he 
is untried, he presents a serious personal risk. Investi* 
gation reveals the fact that many young men, well 
financed, have started out brilliantly and in the end have 
failed bitterly, simply because they lacked balance, finan* 
cial acumen, and vision. Therefore the banks usually 
proceed cautiously in granting a line of credit to young, 
untried executives. They must have proved themselves to 
insure having their statements passed on favorably. An 
instance of the danger of giving a young man too much 
credit is shown in the experience of an automobile com- 
pany. The head of the concern was a successful adver- 
tiser and organizer, but he was untried as a financial 
executive. Reverses came ; he could not meet them. As 
a result the concern practically failed, and even a re- 
organization could not put the company on its feet. 
Bankers do not want to lend money on a personal gamble, 
even tho the business itself invites attention. 

This indicates how necessary it is for a borrower to 
possess all three "C's" of credit — ^the familiar line-up of 
^'Character, Capacity, and CapitaL'' A banker shies 
at '' mushroom" growth of industries and frequently 
shows partiality for the concern which has buUt itself up 
patiently and slowly. Promptness in taking care of 
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obligations is another point which the banker considers of 
greatest importance in borrowers. He also frowns 
sharply on any inflation of figures describing assets. Too 
much in ''bricks and mortar'' is also a bad credit sign. 

Still another point of tremenaous importance is the 
adaptability of the borrower to the business he is in. A 
banker sizes up a man's fitness for his job quite minutely, 
and he takes little interest in lending to a grocer who 
obviously would make a much better farmer. This and 
the tendency to speculate are both factors that reflect 
unfavorably on a man's borrowing capacity. All these 
points a man should consider seriously when approaching 
his banker for a loan. His business, too, should be a 
"going one'* and not standing still. 

MAINTAININa A PbOPEB BaLANGS 

Once a borrower has favorably impressed his banker 
and obtained his line of credit, he should remember that, 
aside from presenting a comprehensive statement at fre- 
quent intervals, he should keep his deposit balance at a 
proper figure. Many banks require a deposit equal to 20 
per cent of the amount borrowed. Quick assets must at 
all times be double the quick liabilities, and loans above 
a certain nominal amount must usually meet the approval 
of the bank'b discount committee, which passes on the 
bulk of borrowers' applications. 

CoTJiATEBAL LoANS 

We have said nothing so far in this chapter about col- 
lateral loans. Our aim has been to point out the require- 
ments for a "line of credit" which is so important to all 
concerns. Collateral loans often are helpful in tiding 
over a tight period in which a full line of credit has been 
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used. Collateral loans, of course, depend largely on the 
type of security presented and do not demand the study 
necessary for short-term ''credit" or commercial loans. 
Provided with good collateral, a concern can usually bor- 
row on it without question, the bank lending up to within 
a certain margin to cover any possibility of a change in 
market price of the collateral, or the necessity of selling 
it should the borrower fail to pay. 

Summed up, the great point to remember in borrowing 
for business needs is always to keep faith with the banker. 
Never give him an opportunity to doubt you for an in- 
stant. Then with a statement which is honest and com- 
plete and which you know will pass muster, you can 
doubtless obtain the help you need to finance your busi- 
ness successfully. 



SELF-TEST QUESTIONS 

1. DANGER SIGNALS. What are they in a balance sheet? 

2. DEFECTS IN BALANCE SHEETS. What ones will cause the 
refusal of a line of credit? 

3. COMPLETE FINANCIAL STATEMENTS. Why are they de- 
mfmded by the banker? 

4. TUTTING THE BEST FOOT FORWARD.** Is it a good 
policy in making out a financial statement? 

6. PUTTING THE HOUSE IN ORDER. What are the three 
steps, financially? 

6. ASKING A FAVOR. Is it a favor for the banker to extend 
credit? 

7. PERSONALITT OF A BORROWER. What three points does 
the banker investigate? 

8. SUPPLEMENTING A LINE OF CREDIT. What ways are 
open to the business mant 



CHAPTER X 

HOW TO BORROW PROFITABLY 

In Chapter II we have seen the distinction between 
owned and borrowed capital, and it was pointed out that 
funds borrowed on long time for the purpose of supply- 
ing the need for capital on the part of the business or 
public undertaking can usually be secured at lower in- 
terest rates thru the sale of bonds. 

The emphasis in the present chapter is placed more 
strongly upon borrowing for current needs rather than 
for the purchase of capital assets, altho many of the 
principles outlined in this chapter apply in a general way 
to long as well as to short-time loans, to fixed as well as 
to working capital requirements. 

Two chief considerations should be thoroly appreciated 
by the business man who wants to obtain a loan : first, the 
fact that it is good business to borrow for legitimate re- 
quirements; and second, the importance of 'getting the 
lowest possible rate for the use of the money. This 
chapter will cover these points specifically, with the object 
of showing how necessary it is to take into account every 
angle of financing a business. 

When It Is Good Business to Borrow 

Let us look at the first consideration. Borrowing 
serves no economic purpose except as it enables the bor- 
rower to make a greater profit, to reduce his costs, or to 
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obtain valuable (productive) publicity. Unless he is creat- 
ing, he is going down hill when he borrows, eveii at a low 
figure. Thus, borrowing profitably is linked invariably 
with good business. It touches closely on the successful 
elements inside the concern and cannot be profitable un- 
less the everyday financing is on a sound basis. The mere 
fact that credit is obtainable at a reasonable price does 
not necessarily mean that it is wise to borrow. What is 
wise or justifiable borrowing requires close ansilysis to 
the same extent as does the internal management— costs, 
buying, mark-up, and so on. If however, there is a 
legitimate reason for borrowing, the business should have 
no hesitancy in seeking a loan. 

Too often the young business man launches forth into 
commercial or industrial life saturated with the repeated 
warning : ''Don't go into debt." He has been taught to 
abhor debt until gradually he shrinks from borrowing, 
even for business purposes. It is essential to distinguish, 
therefore, between personal debts incurred needlessly 
and business obligations assumed for the purpose of im- 
proving the activities of the concern. Let it be empha- 
sized here, then, that you have a right to borrow from 
the bank for the purpose of handling a profitable propo- 
sition, and no business man should ever approach his 
banker with the thought that he is asking a favor for a 
loan. It is legitimate in every way, and one needs only 
to look at the 'loans and discounts" item of a bank state- 
ment to see the great part that banks play in fostering 
the financial success of concerns of all kinds. 

The Good Will of the Bakkeb 

But first of all it is essential to be on good terms with 
the banker when you go to him to obtain a loan. This 
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^Leans that yon must be financing and mnning yonr bnsi- 
ness welly as pointed ont in previous chapters. In other 
words, you can't expect to have his enthusiastic co-opera- 
tion if you are using slipshpd methods in your organiasa- 
tion and if you are plainly not entitled to a loan. These 
are days of knowing — ^not guessing — and investigation 
shows that the executive who is hazy about his costs, his 
supervision, and his general prospects, is not in favor at 
the bank. On the other hand, the good business man 
finds it easy to borrow at a reasonable rate. 

**We have a strictly high-class customer," says one 
banker, "whom we urge to borrow from us, even when 
conditions are unsettled and rates are higher than usual. 
We want him to have the use of the funds because we 
know he is good, and we'd rather have him owing us than 
be tempted to let the money out elsewhere." 

As a result, in tight times, this customer can get credit 
from his bank when he most needs the temporary help. 
And he can get it at a low rate comparatively — simply 
because he knows his business and condiicts it profitably. 

This, then, is certain : If you have your business on a 
trustworthy basis you will have no trouble in borrowing 
for your regular requirements at a reasonably low rate 
of interest. If your banker will not accommodate ydu 
under these circumstances it is time to look for another 
connection. 

Conditions Affecting a Loan 

We are assuming here that you are confining your bor- 
rowing operations to your banker. But this may not al- 
ways be advisable, if you would get the best "buy" on 
money. Many factors come in to affect the price of bor- 
rowing. To cover ,the subject thoroly we shall find it 
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well to touch pn the various ways to borrow and the in- 
fluences and tendencies that affect the rate. Broadly 
considered, the price you will pay depends on these 
conditions : 

1. The time 

Z The source 

3. The location 

4. The type of business 

5. The specific need 

6. The risky security (if any), and the period of the 
loan 

7. The effect of indirect influences. 

Time Factors in Securing Loans 

Let us look into each point carefully. As suggested by 
the banker who relates the interesting incident in a pre- 
vious paragraph, the period when you apply for the loan 
has a considerable bearing on the result. If the country 
is in a state of panic and you are not in a strong financial 
position, you may have to pay a high rate of interest to 
obtain a loan at all. In using the term "strong" financial 
condition, it is not the intention to intimate that a busi- 
ness must be in the million-dollar class. A very small 
concern may have an A 1 credit. Thus, the time of bor- 
rowing is often highly important. Should the community 
in which you live be highly prosperous you rmght then 
have to pay a higher rate of interest, for under these 
circnmstances money is in much greater demand. A strik- 
ing example of this presented itself during the years im- 
mediately following the World War. If times are quiet, 
but not panicky, the money market is usually easy, so 
that you can obtain funds at a minimum price. It re- 
quires far-sighted financing, usually, to enable a concern 
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to use borrowed money for special requirements at a 
quiet tiine when funds are obtainable at the cheapest 
price. 

Investigation has shown that many concerns make a 
practice of borrowing in quiet times for the purpose of 
making improvements and for other special activities, 
getting the work done at a reasonable cost, and then 
liquidating the obligation as the upturn in business comes. 

The condition of the crops and of the stock markets, 
and foreign trade conditions at the time of applying for 
a loan all tend to affect the rate. Considered from the 
standpoint of a long-time loan of a fairly large amount, 
the interest charge under varying conditions fluctuates so 
widely as to make it a serious consideration. If it is 
found necessary to borrow at a high rate, some firms 
insist on a stipulation that the notes be made for a short 
time only, so that they can be taken up and reissued at a 
lower rate of interest when the market declines. 

The Source of the Loan 

The next factor to be considered is the source of the 
loan. This question frequently is neglected to a serious 
extent by business men. Investigation indicates that many 
concerns in small communities are handicapped because 
they do not realize the possibilities of borrowing profit- 
ably from sources other than their own banker. Not that 
outside borrowing is always the part of wisdom. On the 
contrary, it is sometimes recognized as poor business 
judgment, especially if the local banker is broad-gauged 
and ever ready to give his undivided support to his cus- 
tomers. Perhaps he is especially valuable for emer- 
gemdes and fulfils all the demands made upon him. Under 
such circumstances some tnen consider it far more 
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important to stick to one bank, even tho the rate on loans 
is higher at times because of the assurance of safety it 
gives in times of need. 

Leaving this consideration out, loans are often obtain- 
able from brokers or outside bankers at a lower rate than 
from the local banker. The note broker, having a wide 
field, frequently will buy paper at a price a shade lower 
than the local rate and dispose of it to investors who are 
content to accept a smaller return. Owing to its different 
location and its faster turnover, an outside bank will fre- 
quently take paper at a lower rate if the maker has estab- 
lished a good connection. Many concerns have this addi; 
tional outlet for their business requirements. In addi- 
tion, a supplier whose interests are closely knit with 
the local concern may find it advantageous to lend 
money at a lower price in order to safeguard its own in- 
terests and its selling outlet. Friends sometimes offer 
the same opportunity for obtaining money at a rate that 
. will be profitable to the concern. 

Effect of Location 

Location — ^the third factor in borrowing profitably — 
frequently has a direct influence on the interest rate. For 
instance, in some towns of the Southwest the bank may 
be charging 9 per cent to its regular customers, while the 
rate in Chicago is as low as 5 per cent. As a matter of 
fact, the small-town man, as a rule, pays more for the 
use of money than the man in the large industrial or com- 
mercial center. This is one reason in favor of establish- 
ing a connection with a large city bank if your business is 
large enough to warrant it and to make the bank willing 
to handle it. 

Generally speaking, the rates in the East run less than 
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in the far West and South. The Middle West prices are 
usually about the same as those in the East, while in the 
far North and Northwest the rates are higher. For this 
reason the matter of location has to be considered, altho 
usually the interest rate will be found to conform satis- 
factorily with business conditions in each particular sec- 
tion of the coimtry. Growing concerns^ however, are 
prone to seek outside sources for floating at least some of 
their paper. Sometimes they can borrow in this way for 
as low as 4 per cent, in contrast to a rate of 9 per cent or 
more at the local bank. In fact, the financial expansion 
of certain concerns makes it impossible for the local bank 
to float all their paper, which necessitates the outside 
help. 

A concern should, of course, guard against outside bor- 
rowing unless conditions are distinctly favorable. A 
small business might find it difficult to secure a market 
for its paper unless it has grown to a fair size — ^perhaps 
with annual sales of around $300,000. The expense of 
looking up and proving the absolute safety of a concern 
quickly gnaws into the commission of the note broker, and 
he is not interested in unprofitable business. It therefore 
behooves the man who is conducting a smaU business to 
be careful that he does not jeopardize his position with 
the local banker, who may be the only dependable bulwark 
against a possible emergency. 

Type of Business 

Next we come to the type of business as an influence on 
the borrowing price. Here is a point which cannot be 
overlooked. You must expect to see the rate for money 
vary according to the class of business you are in. For 
instance, if your product or stock is highly seasonal and 
likely to deteriorate in value quickly, you will probably 
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pay a higher rate of interest than the concern handling a 
staple which does not change and is always in demand. 
Gh>od examples of this contrast in stocks are found in the 
cases of wome'n's apparel and of soap. The former 
quickly loses its chance to bring a top-notch price, while 
the latter sells always for practically the same. Pro- 
visions are always necessary and salable and are consid- 
ered better security for a loan than less staple wares. In 
other words, banks and other lending agencies consider 
the risk involved, and while a concern may be safe enough 
to lend to, there is always the element of uncertainty in- 
volved in a loan which must be covered as fully as pos- 
sible. 

Concerns whose business is of a speculative nature may 
find it difficult to borrow even at a high rate. This ac- 
counts for various stock-selling schemes for small in- 
vestors. In order to obtain a loan at a reasonable rate 
of interest a business must have proved itself, and young 
concerns may be unable to bprrow, as pointed out in the 
previous chapter. The present condition of a business, 
aside from its apparent financial strength, is the object of 
scrutiny of bankers before any loan is granted. If em- 
ployees are dissatisfied and labor or other difficulties 
threaten, the interest rate is likely to mount higher, be- 
cause of the possible chance of having the loan outstand- 
ing longer than first intended. 

"Cattle loans," which have developed in the past gener- 
ation, have been a boon to the farmers and stock raisers. 
Banks, and in some cases cattle loan companies, have been 
organized to handle cattle paper. Loans may usually be 
obtained for the purchase value of the cattle at the time 
of the loan by a reputable borrower, on making a satis- 
factory financial statement and on giving a note and chat- 
tel mortgage on the cattle and on sufficient feed to feed 
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thraoL adequately for the period of the loan ; the maximiun 
time being nsnally six months on live beef loans. Nat- 
urally, with proper feeding and care, they will appreciate 
in value. Before the loan is completed by the bank, a 
representative will investigate the condition of the cattle, 
the conditions of sheltering, water, fences, and other cir- 
cumstances, all of which, of course, must be good. 

Stock cattle, such as cows, young heifers, and steers, 
which are kept on farms or ranches for gro^iirth and feed- 
ing purposes (''stock loans'*), and milch cows of dairy- 
men (''dairy loans") are often the basis for loans for 
longer periods thru renewals or with the stipulation that 
payment of small instalments shall be made at monthly in- 
tervals. On account of the larger period involved, tiiese 
loans are not so desirable for the commercial bank as the 
more liquid live beef loans. 

The Specific Purpose of the Loan 

This brings us to the fifth influence on the price of 
money — ^the specific need of the borrowing concern. 
Bankers feel they have the right to know what the money 
is to be used for — ^whether to buy a special order of goods, 
to pay off an obligation, or to make a necessary improve- 
ment. 

It is practically always regarded as good policy for a 
sound concern to borrow money, if necessary, to discount 
its bills, since not only is the credit reputation of the con- 
cern improved by such a policy, but it also usually results 
in a snug item of profit because of the margin between 
the rate of discount offered and the rate of interest 
charged by the bank. 

Ordinarily, the applicant for a loan will find his chances 
for getting the money he wishes far greater if he tells 
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voluntarily at the outset why he is borrowing. This, ex* 
perienoe shows, immediately establishes a friendly con- 
tact with the banker and gains in the long run greater 
favor. 

The Risk Factor 

Closely linked with the purpose of the loan is the risk 
involved and the length of time it is desired. Money de- 
sired for a long period sometimes brings a rather high 
interest rate, and this is increased further when the risk 
becomes greater. Of course, the security element affects 
the price to a certain extent, tending to reduce the rate 
of interest in proportion as it is sufficient to cover any 
possible loss. Loans backed by high-class securities, sudi 
as Liberty or other government bonds, are made often at 
a very low rate of interest. The element of safety makes 
the lending attractive from the banker's standpoint. 

Bills of lading, warehouse receipts, and chattel mort- 
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gages enable concerns engaged in handling staple prod- 
ucts to secure loans at very favorable rates by pledging 
these paper representatives of commodities as collateral 
security. 
A good example of the usefulness of this type of col- 
« lateral is the Order Bill of Lading. Bepresenting, as it 
does, a claim for a specific lot of goods, it is a negotiable 
instrument that is very useful to the individual or 
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concern that needs prompt settlement^ or wants to be sure 
of getting the money for the goods. By indorsing the 
Order Bill of Lading over to the order of the bank, funds 
can be obtained promptly at low rates, since they are 
secured by commodities possessing stable value. Further 
reference is made in Chapter XVII to the use of the 
Order Bill of Lading in connection with foreign trade. 

Miscellaneous Influences , 

Coming to the final — ^the seventh— point of the tabu- 
lation, it is worth while to consider other ndscellaneous 
influences which affect the price of money. One is the use 
of the trade acceptance which tends to stabilize everyday 
business, as shown in Chapter XI. Another is the Federal 
Reserve System which tends to make the interest rates of 
the country more uniform. Providing as it does a back- 
ground for the lending operations of the banks of the 
country, it is probable the rates generally will tend to be- 
come uniformly lower over the country. 

Another influence on borrowing rates is the service 
feature. Often a concern will pay a high rate because of 
the prompt service obtainable. Instances have been 
found where a business house could afford to pay 8 per 
cent where ordinarily it would pay only 6 per cent, simply 
to turn a quick deal and make a profit far above the extra 
interest charged. 

To borrow profitably, then, it is necessary to have an 
accurate knowledge of the condition of the business itself 
^ and of all these other factors which influence the price. 

No business man, ordinarily, can afford to pay 10 per cent 
for money which is going to bring him in net profits only 
9 or 8 per cent. That covers the whole situation tersely 
but truly. 
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SBLF-TEST QUESTIONS 

1. OBTAINING A LOAN. What two factors are to be eonsidered? 

2. ""DON'T GO INTO DEBT.** Doee tiiis apply rigidly to buBlnooa 
concemB? 

3. TIME FACTORS. What are they, in seeorinc: loans? 

4. 'W)RROWING AT HOBIE.** Is it always advisable? 

5. PECULIARITIES OF A BUSINESS. What are some wliieh 
affect the rate of interest on a loan? 

6. PURPOSE OF A LOAN. What three purposes will get a loan 
most quickly and most cheaply? 

7. RISK OF MAKING A LOAN. What two considerations affect 
it? 

^ 8. INTEREST RATES. Why does the Federal Reserve System 
make them lower? 



CHAPTER XI 

HOW TO USB THB TRADB ACCBPTANCB 

Not long ago a manufacturer in Pennsylvania changed 
his selling terms on a certain line from ''1 per cent 10 
days, or 30 days net'' to ''net cash, remittance within 15 
days from date of invoice, or 30 days from date of in- 
voice providing our trade acceptance is signed and re- 
turned to us immediately." 

This notice, therefore, caused the withdrawal of the 
1 per cent 10 days discount privilege. 

The action of this manufacturer is thus set forth at the 
beginning because it has a significant bearing on the sub- 
ject of trade acceptances and also because it illustrates a 
condition that every business man must consider care- 
fully before using acceptances, as we shall see later. The 
trade acceptance is exerting a tremendous influence as a 
credit instrument. Some merchants and manufacturers 
indorse its use ; others hesitate about employing it freely. 
In order, therefore, to determine its general adaptability, 
the business executive should analyze the acceptance in 
relation to the needs of his own particular business. 

Tbade Acceptakcb Defikbd 

Let us consider first the meaning and the functions of 
the trade acceptance. 

The trade acceptance is a time draft or bill of exchange 
drawn by the seller of merchandise on the buyer for the 
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purchase price of the goods. The acceptance bears on its 
face the signed acceptance of the buyer with the date and 
the place of payment (Fig. 30). When a bill of goods is 
sold, the seller, if he is employing the trade acceptance 
method, sends with the invoice an acceptance form show- 
ing the net amount of the invoice, and the date of matur- 
ity (Fig. 30). The buyer, unless he chooses to remit pay- 
ment in cash, deducting such cash discount as may be 
allowed, accepts the instrument, by writing on its face 
the date of acceptance, the place where payable, signing 
his name, and returning it to the seller (Fig. 30). 




Fio. 80.— Trade Acceptance 



The seller may hold the acceptance until a few days be- 
fore it is due, when he will turn it over to his bank to be 
forwarded for collection ; or if he needs funds, he may dis- 
count the acceptance, or a batch of acceptances received 
from various customers, at his bank ; or, again, the accept- 
ance may be sold in the *'open market'* thru dealers in 
commercial paper or otherwise. 

It may be stated here that the open discount market is 
not any particular place, but comprises the banks, bank- 
ers, and commercial paper dealers who discount, buy and 
sell, or deal in prime commercial paper (Chapter XII). 
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Bakkeb's Acoeftahos Dxfiked 

Of eqnal importance in many ways is the banker's ao- 
oeptance. This particular form of acceptance is a bill of 
exchange of which the acceptor is a bank or a person or 
company engaged in the business of granting banker's 
acceptance credits. Tersely stated, a banker's acceptance 
means the extension of the bank's credit to a customer in 
return for which the bank requires a consideration based 
on percentage. The credit thus permitted is secured or 
unsecured according to the character and financial stand- 
ing of the borrowing customer. 

Pros and Cons of Acceftanoes 

What, then, are the advantages and the disadvantages 
of the trade acceptance and of the banker's acceptance f 

Before answering this question it is worth while to turn 
again to the action of the Pennsylvania manufacturer 
who withdrew his cash discounts, because some users of 
the acceptance say it is their experience that the system 
of cash discounts is impaired by the liberal employment 
of acceptances in credit. This criticism, and there are 
other minor ones, should, therefore, be kept in mind be- 
fore cog^sidering the major advantages of the trade ac- 
ceptance* 

Now, the acceptor of tiie trade acceptance is almost al- 
ways the merchant or manufacturer who is not able to dis- 
count his billa. Sometimes he is willing to sign a note for 
merohandise parchased ; again be may resiBt the request 
for a note and try to pay some time within 90 days after 
date of purchase. So, when t&e business man decides to 
use the acceptance among his customers he wiU find that he 
must necessarily confine himself to those buyers who do 
not discount their bills. And he will fiind among this class 
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a large number who will refuse to sign drafts or notes for 
merchandise purchased. 

HoWy then, are these buyers to be converted to the idea 
of giving acceptances f How are they to be taught the 
difference between the acceptance and the note or the 
draftt 

In the whole subject of trade acceptances there is prob- 
ably nothing more important than this point. It is an 
obstacle that is almost sure to be encountered by the busi- 
ness man who begins to use the acceptance among his 
customers. 

It is, therefore, desirable to show at the outset that an 
acceptance is, in reality, not a note, because a note may be 
given for a past due account. The trade acceptance 
should never be. A note may be given for money bor- 
rowed ; a trade acceptance never. The acceptance is not 
a sight draft, because a sight draft is generally used for 
the collection of an Overdue account ; an acceptance never. 
A draft may be drawn on demand, payable at sight or at 
the end of a stated time ; the acceptance, which is a type 
of time draft, must have a definite maturity. 

So much for the major differences between the acc^t- 
ance* and the note or draft. 

When an acceptance is signed there is a definite bar- 
gain between the buyer and the seller, both as to the 
amount due a|id as to the time of settlement. Thus, it 
helps to provide a check on reckless buying because it 
compels keeping better track of outstanding obligdtidns. 
It slamulates iiie habit of prompt payment and furnishes 
an excellent reason for requiring prompt payment from 
customers. Moreover, it enables capital to turn over 
more frequently and puts the acceptor in the position of 
a preferred buyer, thus strengthening credit. The ac- 
omnulation of overdue accounts is naturally lessened. 
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All of this helps to develop a sounder and more serious 
attitude toward the buyer's own obligation and it relieves 
the seller from the burden of financing his customers and 
the consequent burdening of his own capital. And since 
the acceptance represents a definite business transaction 
it furnishes a more liquid asset than a note or a draft for 
the reasons already stated. 

Intboducino the Trade Acgbptancb 

How can the buyer be taught to see these advantages 
and to use the trade acceptance t That is a problem for 
every business man who decides to adopt the use of ac- 
ceptances as a method of financing his business. 

The experience of a manufacturer in Ohio may prove 
helpful here. He instructed his salesmen to give terms 
of 2 per. cent, 10 days; 30 days net; or net 70 days for 
acceptance. If the customer wishes to take advantage of 
the longer terms, the salesman makes a note of this on 
the order and an acceptance is sent with the invoice. This 
manufacturer finds that the retailers are reacting satis- 
factorily to the idea of the acceptance, especially in the 
larger centers, such as New York City and vicinity. Out 
of $125,000 in acceptances received in one month, not one 
was dishonored by a failure to meet it on the due date. 

Directing the salesmen to teach customers about the 
acceptance is, therefore, an effective method of extending 
the use of this plan of payment. Another satisfactory 
way is to employ direct-by-mail methods. A large south- 
ern mill, for example, has sent out the following letter to 
all its customers with excellent results: 

Gentlemen: In older to keep up with the times, we should work 
together and co-operate. We can help you and you can help us. If 
you do not discount this shipment, wiU you send us an acceptance? 
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Mutual Interests. The interests of the buying house and of the 
selling house are mutual. What affects the one affects the other, and 
they should work together for their mutual advantage and protec- 
tion* Our trade acceptance terms give you the advantage of a cash 
buyer's discount, lowest commercial interest rates and conversion of 
merchandise into cash before maturity of obligation. 

FotM OF AccEFTANCB. Attached hereto is a form of Trade Accept- 
ance (this form is like ttkat shown in Fig. 1) which we should be 
""pleased to have you use for the term of time desired. This accept- 
ance should be dated fifteen days from date of invoice, for an 
amount covering value of invoice, after deducting freight and 2 per 
cent discount, plus interest at 4 per cent per annum for 60 days' 
maturity, 4^ per cent interest for 90 days' maturity, plus bank ex- 
change charges of 10 cents per $100.00 or fraction thereof, of net 
value. This acceptance shfnUd be signed on the red line on the margin as 
well as across the face of the acceptance. 

Our Terms. Qush less 2 per cent 15 days. Open account, net 60 
days, or trade acceptance dated 15 days from date of shipment less 
2 per cent discount plus interest at 4 per cent per annum for 60 
days, or plus interest at A^ per cent per annum for 90 days. In- 
terest subject to change without notice. ^ 

Two Fer Cent. To encourage the immediate use of trade accept- 
ances in our business relations with the buyer, we intend for the 
time being to allow 2 per cent discount from net value of account, 
giving the buyer the same advantage as accrues to the cash buyer, 
and, in addition, interest at lowest commercial rates. 

With this letter a regular trade acceptance is inclosed 
for the signature of the buyer. 

The following is another interesting illustration of how 
the direct-by-mail appeal may be employed to enlighten 
business men on acceptances. This letter was sent out by 
the president of an eastern bank to all commercial cus- 
tomers. The letter follows : 

Have you followed the development of the Trade Acceptance 
system? 

Do you irealize that hundreds of millions of dollars now tied up 
in open book accounts can be made available for greater service to 
our government thru the general substitution of the Trade Accept-, 
anea? 

Open book accounts, as such, are not liquid. Trade Acceptances 
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are negotiable and in a form that can be used as a basis for cur- 
rency and the support of our financial system. 

The customer's Trade Acceptances ii^ your portfolio provide you 
with the best paper to present at your bank for discount* The Trade 
Acceptance is considered a better document than your single-name 
note, and by its use you can save interest. 

If you are a buyer you will show your patriotism if you give 
Trade Acceptances in settlement of your accounts payable. 

The advantages to be gained by use of Trade Acceptances are too 
numerous to set forth in a letter, and I would therefore appreciate 
the privilege of going into the subject with you by perscmal con- 
ference. 

Yours very truly. 

President 

Thus the letter can exert a strong independent force or 
it can be made an effective supplemental aid to the sales- 
man by any business man who wishes to show his cus- 
tomers what the trade acceptance really is. 

BeiiAtiok of Acceptances to Notes and Dbaets 

Bef erence has already been made to the difficulty that 
sometimes arises over the question of notes and drafts 
and their relation to acceptances. Bight here it is worth 
pointing out that under the present system the business 
man borrows from his bank for current business opera- 
tion's largely on his note, which is called single-name 
paper. These notes, as now executed, are closely al- 
lied to commercial activities, tho some portion of such 
borrowings undoubtedly goes into fixed investment. 
Some business men, however, feel that these notes are not 
so self -liquidating as trade acceptances, and as they are 
drawn in fixed amounts and for from 4 to 6 month periods, 
could not fluctuate so readily with the rise and fall of 
business volume as can the trade acceptance which is 
drawn for shorter periods and which may be more readily 
rediscoimted at federal reserve banks and serve as the 
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basis for the issue of federal reserve notes. Aooeptances 
might be substituted to a certain degree for accounts re- 
ceivable, which in turn could be used by borrowers instead 
of their single-name notes. It is upon this point prin- 
cipally that a difference of opinion has arisen concerning 
the true value of trade acceptances and it will be consid- 
ered more fully later. 

The value of the item of accounts receivable in the 
financial statement of any merchant or manufacturer de- 
pends, of course, upon the credit standing of the debtors. 
At present the banks do not know a great deal about this 
phase of their customer's affairs, but it would be disclosed 
thru the presentation of acceptances, and the bank 
would thereby know the class of persons to which their 
borrower was selling and the credit risks which he was 
taking. 

The success of any business depends upon the character 
of the credit it extends, and the opportunity to know this 
phase of its customer's business ability and methods 
would be helpful in determining the value of his indorse- 
ment (Chapter IX). The borrower's own responsi- 
bility would be strengthened, inasmuch as his credit ex- 
tensions would be stronger thru the tendency of ac- 
ceptances to lessen the dangers of over-buying and the 
creation of an obligation which buyers would take care of 
more conscientiously than they do open accounts. True, 
there will always be some borrowers who cannot dispense 
with borrowing on their single-name notes because of the 
small amount of bills receivable that they hold, but the 
presentation of both kinds of paper from the same house 
need not be dangerous. 

As previously stated, the users of trade acceptances be- 
lieve they are more liquid than promissory notes because 
they represent specific transactions which are to be closed 
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when completed ; L e., when the buyer of goods converts 
into cash those goods for which he has given a trade 
acceptance* 

Bank borrowings on prondssory notes are presumably 
loans made to the signer until he receives cash for goods 
which he has bought and paid for ; but each note repre- 
sents many such transactions and is one step farther re- 
moved than the discounting of the acceptance would be. 
A bank whose funds have been advanced on discounted 
trade acceptances possesses assets that are more liquid 
than if these advances were made on promissory notes. 
It is a fundamental principle of banking that any institu- 
tion whose deposit liabilities are payable on demand, as is 
the case with commercial banks, should possess assets 
that are as liquid as possible. 

It is probably true that there will be more documents 
to be handled by the banks if the use of the trade accept- 
ance becomes greater. On the other hand, many of the 
checks now handled by banks are received by their de- 
positors in payment of open accounts. Trade acceptances, 
being made payable at the bank, could frequently take the 
place of these checks, thus changing a like volume of 
transit items into collection items without increasing the 
total. 

CREDrr Standing an Important Factob 

The fact that the paper is in trade-acceptance form 
should not lead anyone to believe that proper investiga- 
tion of the credit standing of the parties to the bill is not 
just as necessary as if the goods were sold on open ac- 
count. If the trade acceptance is to mean anything more 
than single-name paper, there should be responsibility 
attached to the acceptor of the bill as well as to the 
drawer. While, of course, the bank which discounts a 
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trade aoceptance for its customer may not reqtdre a state- 
ment of the acceptor, except in the case of those who 
accept for nnnsnal amounts, yet the business man should 
see to it that his bank is provided with sufficient infor- 
mation to enable it to determine whether the acceptor is 
financially able to meet at maturity the amounts for which 
he has given his acceptances. 

Peacticbs That Violate the Pbinciple 
OF the Trade Aoceptanoe 

Trade acceptances should be neither taken nor dis- 
counted nor marketed for overdue accounts. The trade 
acceptance, as an instrument in trade, has a specific func- 
tion to perform, and is used for one purpose only. It is 
a negotiable acknowledgment of an actual sale x)f goods 
by a seller to a buyer, and constitutes a promise to pay, 
representing a live transaction and covering the time in- 
volved in the terms of the contract of sale. In order to 
cover a number of small sales in one acceptance, no ob- 
jection can be made to making ihe acceptance for the 
average time, but it is a distortion of the trade accept- 
ance method to convert an overdue account into a trade 
acceptance. 

Acceptances should never be renewed, for the reason 
just mentioned, since a renewed trade acceptance does 
not represent an absolutely current transaction. There 
have been cases where it was expected that a trade accept- 
ance would be renewed from time to time, since shipments 
between the same parties to the acceptance were occur- 
ring each month in an amount equivalent to the amount 
of the trade acceptance, or exceeding it This is not good 
practice, and the aoceptanoe should, wherever possible, be 
drawn for the actual amount due on the sale or the accu- 
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mulation of sales. The exception arises when it is neces- 
sary to issue acceptances for smaller amounts in order to 
facilitate their discount. 

The giving and taking of trade acceptances should not 
be used as an excuse for an unreasonable time in the terms 
of sale. The time for which a trade acceptance should 
be made ought to cover only a suflScient period to enable 
the buyer to dispose of the goods and receive settlement 
therefor. If the buyer is receiving trade acceptances 
from his customers, these will be available for obtaining 
funds to meet his own acceptances. Therefore, in the u^e 
of the trade-acceptance plan, unreasonable extensions of 
time should be avoided. Such unreasonable extensions 
of time defeat the primary purpose of the trade accept- 
ance — the release of tied-up capital. 

Goods shipped on consignment should never be the 
basis for a trade acceptance, as the goods are not actually 
sold. A trade acceptance should be issued only for goods 
actually sold. 

Some firms have inaugurated the trade-acceptance sys- 
tem in their business by beginning on their slow-pay cus- 
tomers. The only serious objection to this method arises 
when the concern attempts to market or discount these 
acceptances and makes claim to a preferential rate be- 
cause of the two-name self -liquidating character of the 
paper. One argument in favor of the trade^acceptance 
method is that it serves to show the character of the people 
to whom the borrower is selling and whether or not they 
pay him promptly. The business man should, therefore, 
keep in mind that the bank receiving for discount an of- 
fering of acceptances accepted by concerns of inferior 
credit standing and slow-pay reputation will not become 
enthusiastic about making a preferential rate, and may 
even feel like revising upward the loaning terms. 
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OpPOSITIOH to the UsB of TbaDE ACGEPTAlffCES 

Having considered the main advantages of the trade 
acceptance and the method of using it, let us now turn to 
some of the objections that have been made by business 
men to this plan of financing business. In establishing 
credit ratings^ the buyer who does not take advantage of 
this cash discount is usually classed as of uncertain credit. 
Even if his statement appears to show him as a good 
credit risk, his credit rating is lowered when he does not 
take advantage of the cash discount. A buyer who gives 
trade acceptances practically admits that he has not taken 
advantage of this cash discount. 

The best that can be said of a business man, and which, when 
once said, eliminates any farther consideration of his credit, is ^He 
discounts his bills," says an Eastern business executive in comment- 
ing on acceptances. 

Any business house that takes trade acceptances from its cus- 
tomers and sells ^em on the street, or to its bank, by so doing 
demonstrates that it has not sufficient credit for its business re- 
quirements. Any house whose requirements embody credit quality 
can provide for its needs by its own single-name paper. 

Any buyer who settles his bills by trade acceptances tacitly ad- 
mits that he is not in sufficient credit to provide for his require- 
ments, for if he were he would borrow his money as needed, and 
take advantage of the cash discounts. 

Trade acceptances, it seems to me, constitute a method for com- 
pelling the seller to finance the buyer. The selling of the paper 
constitutes the financing of the buyer thru the seller's banks, which 
may not be familiar with the buyer's standing or condition. The 
logical financing of the transaction is for the buyer's bank to finance 
the purchase in the community where the goods are for sale or for 
consumption* 

If the buyer cannot finance himself thru his own community, 
he shows a weakness in his own credit in that community by the issu- 
ance of trade acceptances. If the community banks have not funds, 
they can accept or indorse for the buyer and sell the paper for the 
benefit of the buyer and the community. 

If a name is not good enough to carry the best rate as single- 
name paper, duplication of names of insufficient strength cannot 
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•ompeiuato for lack of flttiiig erecUt in an7 on« of them, and two or 
tfareo additional names, all eridentiy of inferior srrade, should not 
expect a rate so low as one name of recognized good credit. 

This statement is illuminating because it reveals an 
unmistakable tendency in many business establishments 
which have considered the acceptance problem. They are 
opposed to the broad general use of the acceptance for the 
reasons already given. 

A large wholesale grocery house, for example, decided 
to make a nation-wide investigation into the subject of 
acceptances. It found that in the larger part of the 
United States the limit of grocery terms had been reduced 
to a 30-day basis, and where 60-day terms still prevailed, 
such terms were on special lines of goods and represented 
but a small percentage of the turnover. The wholesalers 
were found to be discounting to the extent of probably 90 
per cent, the retailers to the extent of approximately 60 
per cent, and the wholesalers' average outstandings were 
about 30 days' business. 

This particulftr grocery house feels it is hardly worth 
while to draw acceptances for bills amoimting to less than 
$100.00, and as the average wholesale grocery bill is only 
about $40.00, it will not draw acceptances for single bills. 
To draw acceptances against occasional bills of large 
amount and charge smaller bills to the same customer on 
open account might be confusing and unsatisfactory. To 
draw an acceptance for a 30-day statement would mean in 
practice giving official recognition to 60-day terms, 
whereas such terms in the wholesale grocery line are sel- 
dom to be found nowadays. 

So this grocery house believes that the acceptance plan 
would have a tendency to increase current grocery terms 
and, therefore, of necessity to increase credit risks, be- 
eause, after all, an account is not paid simply because a 
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buyer has signed an agreement to pay^ whether it is a 
note or an acceptance. 

It is sometimes urged, it is tmoi that economies effected 
by adopting trade acceptances wonld enable the granting 
of longer terms. This might involve increased credit 
risks. In this connection it is interesting to note the fol- 
lowing statement attached to an acceptance sent out by a 
large Michigan firm: 

THntTT Days Extka Tms 
can be secured on this invoice by signingr attached 

Tkadb Acceptancb 

L Do Not Use rr Unless You Want To. If you prefer you may 
destroy the Trade Acceptance, and settle this bill just as you have 
always done on our uisual terms, 1 per cent 10 days, net 30 days 
with 30 days' dating. 

2* T&ntT7 DATS ExntA Time. If you do sign the Acceptance,' yon 
are granted 30 days extra time, for tiie Acceptance is payable at 
the end of 90 days under the old terms. 

3. To Anticipate or Discount* Do so on the basis of our usual 
terms, 1 per cent 10 days, net 30 days, 30 days extra. 

Another similar case is found in the terms quoted by a 
large paper house. This concern allows 2 per cent for 
cash in 10 days on open account, but allows the equivalent 
of 3 per cent and 60 days time if the buyer gives an un- 
dated trade acceptance witix the order, the date to be fOled 
im by ttte sfeller at tiie tirae of shipment. Now it is prob- 
ably trtL^ timt no buyer would obje^ to trade accierptQi)0e8 
dmwn Itjr rfn9!p<yn^le sellers unde^ such dditiclitionft. Bat 
thte 9(Ivti^c^ cTf surcSi ix^i^'^mpe^twi^ tefrms is a}l wiQi 
th0bc^yiy,lrtrdvia^ The 

sd]«»rs in this case claim that these terms, ''Accepted 
Tra^ Acceptance with ordc^r/' ejffect a saving to them in 
immediate turnover of capital^ e&minatSon of collec- 
tion expanses, and simpHficatiLon of accounling, of some 
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3 per cent, and for this reason they can, in connection 
with this plan, grant a concession wHch is equivalent to 
2 per cent to those whose co-operation makes such savings 
possible. 

SoMB Typical IJsbs 

In its practical application the acceptance is simple, as 
the following typical cases will indicate. Let ns suppose, 
for example, that the Dressed Beef Products Co. sells to 
Jones, Jones & Co. a bill of goods amounting to $5,450 on 
terms of 60 days net with a discount of 2 per cent for cash 
in 10 days. When sending the invoice to Jones, Jones & 
Co., the Dressed Beef Products Co. also sends a trade 
acceptance (Fig. 30) properly filled out and signed by 
themselves. 

Now Jones, Jones & Go. may pay the bill within the 
cash discount period if they wish and if they do so there 
will be no need of accepting. If, on the other hand, they 
wish to take the fuU credit term, they may accept the 
acceptance by writing on the face, accepted, and the 
place of payment. Then they sign the acceptance and re- 
turn it to the Dressed Beef Products Co. On the date set 
for payment, which is December 15, 1919, t4ie buyer will 
be expected to have sufiScient cash on hand to take up the 
acceptance. If the seUers need funds in the meanjtime 
they can discount the aoceptanceat tiieir bask or sell it in 
the open market. So muob for flie domestic acc^tance. 

Use is FmAirciNQ Iicpobts 

Let us turn now to a method of financing imports with 
acceptances. 

DorUn & Co. of Lowell, Mass., for example, have pur- 
chased from the Yokohama Baw Silk Co., of Yokohama^ 



Routt of tb* Tndt AcetptuiM 

in a DomMtic Transaction 

Described on Page 189. 



Fio. 32. — Houtc of Trade Acceptuice In r Domestic Traosactioa 



— Flnandng Import* with Acceptaneec 



I 

192 Financing a Business 

Japan, 100 bales of raw silk, amounting to $259570.15. As 
Boon as the details of the transaction are completed, Dor- 
lin & Co. apply to their bank and obtain a letter of credit 
sufficient to cover the deal. The silk was bought on four 
months ' time, so Dorlin & Co. 's bankers issue the letter of 
credit authorizing the Yokohama Eaw Silk Co. to draw 
upon it sight drafts at four months covering the cost of 
the shipment. The bank stipulates that a complete set of 
shipping documents must be attached to the draft, in- 
cluding the original invoice, the consular invoice, bills of 
lading, and insurance certificates. 

The letter of credit is now handed to Dorlin & Co. to 
be forwarded by them to the Yokohama Raw Silk Co, 
In most cases deals like this call for immediate shipment 
of the goods, and it therefore becomes necessary that the 
bank cable to its Yokohama banking correspondent giving 
advice of the issuance of the credit and stating the terms 
and conditions. The correspondent, in turn, notifies the 
silk company of the opening of the credit. 

The Yokohama Raw Silk Company then proceeds to 
make shipments of the 100 bales of raw silk to the United 
States. When the silk is placed on board steamer, the silk 
company obtains from the steamship company the rela- 
tive bills of lading. It then draws its draft on the bank 
in the United States at four months' sight for the amount 
of the invoice. To the draft it attaches the bills of lading 
and other documents required, and takes the whole to its 
bank, which negotiates the draft and pays the proceeds 
in Japanese funds. 

The negotiating bank, having purchased the draft, for- 
wards it to its correspondent in the United States with 
instructions that it be presented for acceptance to the 
American bank. If, upon inspection, the bank finds that 
the documents are all in order, it accepts the draft and 
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Tetnms it to the presenting baiik,'after detacUing the bills 
of lading and other docmnenta which it will hold as secur- 
ity against the acceptance. 

The draft is now a bank acceptance (Fig, 34) and is 
eligible for pnrchase by a federal reserve bank when hav- 
ing not more than three months to mn, or if for sale in 
the open disconnt market. It can be discounted and the 
proceeds placed to the credit of the bank in Y'okohama, 
thus reimbursing them for the money paid to the ailk 
company. 

All of the documents pertaining to this importation of 
raw silk being now in the possession of the bank in the 
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United States, it notifies its customer, Dorlin & Co., of the 
fact. Upon arrival of the steamer carrying the siUc, Dor- 
lin & Co. request that the documents be turned over to 
them BO that they may arrange for the unloading of the 
silk and for its entry at the United States Custom House. 

Before surrendering the documents the bank will re- 
quire that Dorlin & Co. sign a "trust receipt" in which 
they pledge themselves to store the silk in a public ware- 
house and to give to the bank the relative warehouse re- 
ceipt, pending sale or delivery of the merchandise. 

In case of sale or delivery of the merchandise, Dorlin 
& Co. sign a "trust receipt," pledging themselves to turn 
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over to the bank the proceeds of the sale when they re- 
ceive payment In many instances, where the hank allows 
the merchandise to be sold, it requests that the invoice 
covering snch sale be "accepted" by the buyer, and that it 
be assigned and made payable to the bank. 

Use in Financing ExFOars 

Tnm, now, to a case of financing exports by the buyer. 
A firm in Argentina has ordered from the Bay State Cot- 
ton Co. dry goods amounting to $100,000 in value and has 
requested its banker there to finance it on 90 days' credit. 
The Argentina bank issues a letter of credit on the bank 
in the United States, asking it to accept 90 days' sight 
drafts drawn by the Bay State Cotton Co., provided such 
^ drafts are accompanied by a full set of shipping docu- 
ments covering the dry goods in question. 

On receipt of these instructions the hank in the United 
States notifies the cotton company of the opening of the 
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credit, and advises it to present draft and shipping docu- 
ments within the time specified. Upon making shipment 
of the goods the cotton company secures the bills of lad- 
ing and attaches them, with invoices, consular invoices, 
and insurance certificates, to a draft drawn, at 90 days' 
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sight, on the bank in the IJiiited States. The bank ac- 
cepts (Fig. 36) the draft on presentation and then dis- 
counts it and pays the proceeds, less 90 days' interest, 
to the cotton company. 

The documents are then forwarded by the bank in the 
United States to the bank in Argentina, which will be ad- 
vised that a draft for the amount of the invoice has been 
accepted for its account against the documents. Upon 
arrival at the Argentina bank the documents will be han- 
dled in accordance with that bank's usual custom, or in 
accordance with any arrangement it may have made with 
its customer. On maturity of the draft, the Argentina 
bank will have to deposit with the bank in the United 
States funds to enable the latter bank to meet its accept- 
ance (Fig. 36 ), together with the usual acceptance com- 
mission. 

Use in Fikangino thb Shippeb 

Now let us take a case of financing by the shipper by 
means of an acceptance. 

The Southern Cotton Co., of Houston, Tex., has pur- 
chased 500 bales of cotton for export. The company 
wishes to ship to Liverpool on consignment, with the un- 
derstanding that the shipment is to be sold there after 
arrival. The cotton has cost $130,000, which amount is 
immediately "hedged" on the New York Cotton Exchange 
by selling futures against it. The firm then requests the 
bank to finance the shipment of the cotton by railroad 
from Houston to New York, from where it is to be 
shipped to Liverpool as soon as freight room can be ob- 
tained. 

The bank, having agreed to finance the cotton thru 
the medium of bankers' acceptances, authorizes the South- 
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ern Ootton Co. to draw upon it, at 90 days' sight, for 80 
per cent of the value of the cotton, i. e., $104,000, pro- 
vided that the railroad bills of lading covering the ship- 
ment are attached to the draft The bank then accepts 
this draft (Fig. 39), sells it in the open market, and places 
the proceeds to the credit of the Southern Cotton Co. 
The bUIs of lading are retuned by the bank as collateral 
secnrity. In addition to that security the cotton company 
signs an acceptance agreement pledging the 500 bales of 
cotton as collateral for the credit, and promising to place 
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the bank in possession of funds to meet its acceptance at 
maturity. 

Later, when freight room can be obtained, the bank will 
arrange to have the cotton placed on board a steamer 
sailing for Liverpool, and will receive the ocean bills of 
lading covering shipment. 

The Southern Cotton Co. provides for marine and war 
risk insurance to cover the cotton while in transit to Eng- 
land, and will turn the policies over to the bank. These 
policies, together with the bills of lading, will be for- 
warded by the bank to its Liverpool correspondent with 
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instructions to receive the cotton on the arrival of the 
steamer, and to place it in a warehouse pending further 
instructions. 

The Liverpool agents of the shippers ai:e notified of 
the arrival of the cotton, and they immediately proceed to 
sell it. Upon conclusion of the sale the bank instructs its 
Liverpool correspondent to deliver the cotton to the 
buyer against payment of the amount of the invoice in 
I English currency, or against an undertaking to pay the 
invoice within ten days. 

On payment of the invoice, the amount collected is 
placed to the credit of the bank in the United States, and 
the bank is advised of the fact. The bank then converts 
the amount into dollars, at current rates for telegraphic 
transfers on London, and applies the proceeds to the 
payment of its acceptance (Fig. 39). It may happen 
that the bank would receive these funds before its ac- 
ceptance matures, in which case it would rebate the in- 
terest allowed untU maturity. This completes the trans- 
action growing out of the consignment of the 500 bales 
of cotton. If the drafts have been paid, a new transaction 
can be consummated along the same lines. 

Here, then, is an export transaction. A domestic trans- 
action of the same character may be described as follows : 

J. M. Blank & Co., of Boston, purchase from J. W. 
Bryce & Co., of Galveston, 300 bales oi cotton amounting 
in value to about $50,000. Bryce & Co. ask for immediate 
payment, as they wish to use the money for the purchase 
of other cotton. As Blank & Co. will require about 90 
days to turn the cotton into cash by reselling it, they apply 
to the bank for an acceptance credit (Fig. 40) of $48,700 
to enable them to finance the transaction. The bank 
agrees to accept the drafts of Bryce & Co., drawn at 
90 days' sight, provided certain specified documents, bills 
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of lading, invoices, insurance policies, etc, are attached 
to the drafts when presented. 




Pm. M.^Bank Acceptance 

The bank then notifies Bryce & Co. that it has opened 
a credit in favor of Blank & Co. against which they may 
draw at 90 days' sight. Bryce & Co. now deliver the 
cotton at the wharf or railroad for shipment, and having 
secured the bills of lading, can obtain immediate pay- 
ment for their cotton by drawing a draft on the bank, at- 
taching to it the required documents and discounting it at 
the bank in Galveston. 

The Galveston bank forwards the draft, with the docu- 
ments, to its correspondent bank in Boston, instructing 
them to present it to the bank for acceptance. The 
bank accepts the draft on presentation by placing its 
stamp and signature upon the face of it. The draft, which 
has now become a bank acceptance, is returned to the pre- 
senting bank ; the invoices, bills of lading, and other docu- 
ments remaining in the possession of the bank in Boston. 

Acting under instructions from the Galveston bank, its 
Boston correspondent bank ^^7 sell the acceptance in the 
open market and credit it with the proceeds, thus reim- 
bursing it for the money advanced to Bryce & Co. when 
discounting the draft. 
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Title to the cotton is now vested in the bank in Boston 
thru its possession of the bills of lading pledged to it 
in the acceptance agreement. The bank will continue to 
retain possession until Blank & Co. provide funds for the 
payment of the bank's acceptance at maturity. When the 
cotton arrives in Boston the* bank may allow it to be 
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placed in a public warehouse. In that case the bank ar- 
ranges for the transfer of the cotton, its title to it being 
protected by the negotiable warehouse receipt which is 
issued to the bank. 

It may have been the purpose of Blank & Co., when 
purchasing the cotton involved in the above transaction, 
to resell it to a mill and thus secure the funds for pay- 
ment of the acceptance of the Boston bank when it falls 
due. In that case Blank & Co. may arrange with the bank 
to have the cotton reshipped to their customer. Blank & 
Co. would then draw a draft on the mill for the amount of 
the invoice and give it to the bank. The bills of lading 
covering this shipment would be made out "to order," 
indorsed in blank, and would be attached to the draft. 
When the draft was collected, the bank would retain a 
sum suflScient to pay its acceptance for $48,700 at ma- 
turity. The balance would be placed by the bank to credit 
the account of Blank & Co. 

Accounting fob Tbai>e Aocbptanoes 

Keeping a record of trade acceptances on the books is 
a comparatively simple matter, as they are handled in 
practically the same manner as notes receivable. 

A form for a Trade Acceptance Eegister is shown in 
Fig. 44. 

When a bill of goods is sent out with a trade accept- 
ance accompanying the invoice, the customer's account is 
charged and the Sales account credited. If the cus- 
tomer accepts the trade acceptance and returns it, his 
account is credited and the Trade Acceptance account 
is charged. If the seller is in need of ready cash he will 
discount the acceptance with the . bank or sell it on the 
market. 
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In either case the seller will charge the Cash account 
with the amount received, and charge Discount Paid 
with the difference between the amount of cash received 
and the face value of the acceptance. The face value of 
the acceptance will be credited to Trade Acceptances Dis- 
countedy to show that the seller is secondarily liable as 
the indorser. When the acceptance is paid at tiie bank by 
the acceptor, the purchaser of the goods, the seller is in- 
formed and he closes his books, as far as that trailsaction 
is concerned, by debiting Trade Acceptances Discounted 
and crediting Trade Acceptances. 
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Fio. 44. — Trade Acceptance Register 

The fact that acceptances always grow out of an ex- 
change of goods is the characteristic difference between 
them and notes and drafts. Notes and drafts may be for 
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* 

a purely financial transaction not affecting acconnts re- 
ceivable at all. 



SELF-TEST QUESTIONS 

1. GETTING CASH FOR ACCEPTANCES. What three ways are 
open to the holder? 

2. ACCEPTANCE ▼• NOTE OR DRAFT. What are the four major 
differences? 

8. ADVANTAGES OF ACCEPTANCE. What are they to the 
buyer? To the seller? 

4. INTRODUCING THE TRADE ACCEPTANCE. How would 
you do it in your business? 

5. CREDIT INFORMATION. How can the banker use trade ac- 
ceptances for this purpose? 

6. CREDIT STANDING OF ACCEPTORS. Should the bank in- 
vestigate? 

7. VIOLATING PRINCIPLES. What practices violate principles 
of <^^<» trade aeceivtance? 
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CHAPTER Xn 

ADDITIONAL SOURCES OP FUNDS 

The banker, as shown in Chapter X, is far from being 
the sole source of funds for business requirements. For- 
tunately, because of the effect it has on keeping the inter- 
est rate more nearly normal, this competition in thj» 
money market is often of great value to many types ot 
concerns. The availability of funds,^ aside from those 
offered by banks, has touch to do with the mobility of 
money for business needs. In fact, experience shows that 
frequently it is the salvation of numerous smaller con- 
cerns. How this works out will be shown in this chapter. 

The chief sources of funds, in addition to bank credit, 
may be listed as follows : 

1. The Note Broker 

2. The Supplier 

3. Miscellaneous 

The Note Bbokeb 

We can begin by going thoroly into the subject of the 
note broker in his relation to everyday financing. Aside 
from banking, probably no factor exerts so great an in- 
fluence on the country's financial activity as the note 
broker. He fills the gap in the financial needs of con- 
cerns where the bank leaves off. It is especially interest- 
ing, therefore, to see just what his functions are. 

Briefly, a note broker negotiates short-time loans to 

208 
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business houses on oommiseion, which amounts usually 
to ^ of 1 per cent. Handling a large amonnt of 
husinesB, he often makes a steady and enviable profit. 
His funds are available from banks, investors, and others 
who want to make a reasonable and sure increment on 
their money over a definite short-time period, usually not 

THE NOTE BROKER 

Next to the banker, the note broker is the greatest 
single factor in financing commercial operations. 
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over six months. Many banks like to lend thru note 
brokers because of the independence it gives them. With 
cnstomerSy it is sometimes difficult for them not to grant 
renewals without giving offense, where with the note 
broker as a go-between, the transaction is clear-cut and 
the paper purchased has to be taken up on time. 

The note broker also affords the business man a qidck 
source for borrowing. If the borrower stands high 
enough he can state his wants and get his money within 
an hour if necessary. Often, as indicated in Chapter X, 
the maker of the note can get it at a lower rate than his 
own bank can afford to make. Here is an important point 
to keep in mind. The note broker, having access to funds 
in various localities where interest rates are low, can 
place idle funds with borrowers in sections where the 
banking rate is ordinarily fairly high. Thus a borrower 
who would pay his local bank, say, 8 per cent under nor- 
mal conditions, is able to get money from his broker for 
as low as 4 per cent or even 2V^ per cent for short-time 
needs of not longer than two months. 

As in the case of choosing a banker, however, it is 
essential to select a note broker whose integrity and 
ability to take care of your needs are unquestioned. You 
must not only know that a note broker will co-operate 
with you in normal times, but that he will do so in 
abnormal or panicky periods as well. Your note broker 
should be a source to fall back upon when your banker 
has curtailed your line and when you must have more 
money in an emergency. You must, therefore, choose your 
note broker with great care. Experience has shown that 
your very business existence may depend on how far he 
can back you up in times of stress. 

The size of a business and its needs should be con- 
sidered in establishing relations with a broker. The 
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small individnal commission which this service brings to 
the broker precludes lending to very small concerns. It 
is probable that a concern with less than $200,000 annual 
business would find it difficult to borrow from this source, 
because the business would not be profitable to the note 
broker. The loans would be too small to cover the ex- 
pense of handling the business. The note broker, of 
course, exhaustively studies the condition of the appli- 
cant for a loan and requires most detailed figures, 
including statements over a five-year period or even 
longer. Thus a concern must have a fine financial record 
to offer, and be large enough to borrow fairly sizable 
sums. If it is in this class and chooses the right sort of 
broker, it has taken a big step toward strengthening its 
financial position. Many business houses are so sound 
financially that brokers solicit them to borrow. Such 
paper is gilt-edge and is easily marketable, both to in- 
dividuals and banks., 

"Brokers constantly are asking to supply us with 
money," says the head of a prosperous Missouri firm. 
"We can have all the money we need, and more too, at 
any time, simply because we are doing a profitable busi- 
ness on sound financial principles." This indicates how 
essential it is to finance a business right. It means one 
additional prop against financial collapse. 

Some note brokers accept negotiable paper on consign- 
ment. They do not furnislL the money at once, but try 
to market the paper first and then turn the funds ob^ 
tained over to the applicant. If the borrower can wait, 
this sometimes works out satisfiactorily. 

Note brokers, however, differ entirely from so-called 
"note shavers." It is not considered good financing to 
deal with shavers any more than it is for an individual to 
patronize a loan shark. A note shaver, in other words, 
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seeks out men who, altho intrinsically sonnd finan- 
cially, require fnnds so badly and so urgently that they 
are willing to sell their paper at an exorbitantly high 
discount — ^perhaps at 10 per cent or 15 per cent, instead 
of at 4 per cent or 6 per cent — simply in order to obtain 
ready cash. It is unfortunate that this type of brokerage 
exists. Every business man should endeavor to keep Ids 
concern so well balanced financially that he will be able 
to borrow profitably from the best note brokers in his 
locality. 

In the same manner as does a banker, a note broker 
aims to be a permanent source of service to his clients 
and to afford a continuous and adequate increased line 
of credit for short-time needs. Loans of this sort run 
from $25,000 on up. An instance of the value of note 
broker's service is shown in the experience of a pros- 
perous concern in the Northwest which required a loan 
of $50,000. The capital of the local bank was too small 
to furnish this amount legally. The president of the 
company, therefore, quickly got in touch with a reputable 
broker in a large city a few miles away. An investigation 
of the business was made at once, with the result that 
the note broker furnished the entire $50,000 at an attrac- 
tive rate of interest. The concern had the money, too, 
within a week after filing its application. 

Some concerns have found an arrangement of this sort 
more elastic than opening an account in a big city bank 
in order to gain a larger line of credit The advantages 
of the note broker, then, are many, and deserve careful 
consideration. It may be well to repeat that the subject 
of borrowing requires careful analysis in order that the 
business may have the proper financing, while still main- 
taining the friendship and co-operation of the local 
banker, who so often is fairly indispensable for advice 
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and help. But these points, investigation shows, are 
easily handled if given wise attention and if a satisfactory 
working balance is maintained between the business con- 
cern, the banker, and the note broker. In other words, 
the broker, as suggested by the title of the chapter, is 
valuable as a supplement to bank service, but he does not 
supersede it. 

Before passing on to the next division, it is worth while 
to mention briefly just how the broker disposes of the 
paper which he accepts. He sells it to banks or individ- 
uals on a 10-day option, furnishing at the same time a 
complete financial statement of the concern offering the 
paper. If the bank or other buyer is satisfied to buy the 
paper within the allotted time, the transaction is closed 
with the note broker, and the buyer accepts all responsi- 
bility in connection with the repayment of the money 
furnished. The note broker is then free of any responsi- 
bility, as he does not guarantee the borrower will pay. 
However, the broker has a reputation at stake and it is 
known that many of them have voluntarily made good in 
the case of a loss, in order to protect their clients. 

SUPPLIEBS 

By ''suppliers" is meant such manufacturers, contrac- 
tors, jobbers, and wholesalers as supply the equipment, 
materials, and goods that a business man needs in his 
business. 

Let us see now how these suppliers sometimes offer a 
source of funds. As a matter of fact, suppliers are fre- 
quently the chief financial help of the new or young busi- 
ness man. Banks generally, owing to their peculiar 
character and the laws under which they operate, do not 
lend to the new concern which is limited in finances and 
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in business experience. The supplier, then, is the banker, 
so to speak. This is the source of success of many a 
business. It is, Iherefore, obvious that the financial in- 
fluence of the supplier cannot be passed over lightly. And 
the starting help is not all. Many suppliers, investigation 
shows, continue to be of great assistance to concerns and 
frequently help them over financial emergencies. It is 
not always money, either, that the supplier has to ad- 
vance. Perhaps his advice or counsel may at times be 
the thing that is most required. At any rate, the sup- 
plier is an important factor in business financing. 

Says one executive : "We should have gone on the rocks 
at one time but for the extensions our suppliers gave us. 
We could not borrow any more at the banks and were up 
against it. We had a reputation for honesty, however, 
and our creditors granted us the time we needed because 
of our rapid expansion. We paid a little on these bills 
each month until, before the end of a year, we were better 
fixed for cash. It pays to be scrupulously honest with 
suppliers. They can be of unusual assistance at times — 
especially in liard' times." 

Suppliers, then, are especially helpful when (1) the 
business man is lacking in actual experience; (2) the 
banks cannot make a loan; (3) the business is facing a 
financial emergency. 

A merchant in the Northwest who wanted to embark 
from a clerkship into business for himself, says that 
suppliers financed him until he had established himself 
and was able to obtain a line of credit at the bank. The 
oo-operation and advice he gained was invaluable to him 
and resulted in his building up a lucrative business. 

When it proves impossible to borrow money in a slack 
season, suppliers sometimes grant extensions so that a 
man may meet his other obligations. This amounts to 
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the same as borrowing. It is conceded, of course, that 
the supplier wants the distributor to succeed, because it 
means that much more outlet for his goods. The help, 
therefore, has a mutual reaction for the benefit of each. 

Some supplying concerns obviate the necessity of a new 
business borrowing by selling goods on time. Other sup- 
pliers actually lend money to merchants who exhibit good 
judgment and show their ability in « expanding their 
operations safely. Of late, however, suppliers have 
tended toward limiting their lending operations and other 
banking functions as ill advised, except under rare cir- 
cumstances. 

A big middle-western supplier still feels it is good busi- 
ness to finance his customers, even to lending money, and 
insists that under proper restrictions it enables new con- 
cerns to grow to the point where they can obtain a line of 
credit at a bank and finance themselves. In handling 
credits he tries to inculcate the best business practices in 
his customers and shows them the importance of taking 
discounts. This helps them to learn the value of good 
financing. 

In collecting the data for this book, numerous instances 
were found of the help given by suppliers to worthy busi- 
ness houses. It was shown also that trade acceptances, 
which are discussed in the preceding chapter, constitute 
an important instrument in strengthening the best finan- 
cial relations between supplier and customer. 

In placing dependence on suppliers, it is essential to 
keep in mind certain possible disadvantages. Financing 
necessitates looking carefully and thoroly into every fea- 
ture of this problem. For instance, is it better to have 
one supplier or several? There are favorable points to 
be found in both directions. To illustrate : By sticking to 
one supplier you are likely to have his fullest financial 
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support. He is interested in you to an unusual degree 
because he can count on your loyalty. On the other hand, 
the help you may obtain is possibly restricted, especially 
if the supplier is not financially big. There is always the 
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possibility that he may fail you at the most critical time. 

With more than one supplier you have at least an alter- 
nate to fall back on, even tho no one of them can give you 
all the )ielp you need. Thus it is necessary to analyze 
your needs, study your suppliers and their strength, and 
decide accordingly. 

In determining whether to have one or more suppliers 
you must also take into consideration the question of 
prices, quality of goods, and service generally. For these 
reasons it is sometimes better to buy of several than of 
just one. 

A tendency, too, in depending on suppliers for financial 
backing, is to skip discounts. This is a distinct financial 
disadvantage. It means considerable loss over a year's 
period and might mean playing into the hands of the 
supplier to his very great advantage. It is evident, then, 
that the question of having the financial help of your 
supplier requires close attention before you can decide 
on the best policy to pursue. 

MiSCELIANBOUS SOUBCES 

And now we come to the third division of supplemen- 
tary sources of funds, under the head of ^ ^ miscellaneous. ' ' 
Here may be listed: 

1. Insurance 

2. Personal investments 

3. Credit companies (purchasers of accounts receiv- 
able) 

4. Loans on fixed assets 

5. Sale of property 

6. Sale of dty lots 

7. Warehouse receipts and chattel mortgages 

8. City associations 
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9. Customers 
10. Friends and character loans. 

It is not intended that this list should be considered as 
representing all the sources of miscellaneous borrowingi 
but simply a suggestive line-up of possibilities. It serves 
to indicate that no busines man need feel that he is at the 
end of his rope because his banker cannot help him. Per- 
haps right at his elbow, so to speak, is to be found the 
source for which he is looking. In fine, there are almost 
innumerable ways to finance a business legitimately, even 
tho such methods may not appear to the banker as 
exactly orthodox. 

Insurance 

To take up the first on the list — ^insurance. This is an 
important subject ;' so much so that men are buying in- 
surance on their ability as executives in order that, should 
they pass away, their business may be carried on with the 
insurance money until a safe executive is raised up to 
take their place. Borrowing on ordinary insurance 
policies, investigation shows, often affords men help for 
theil* business ''in a pinch." 

Insurance companies often lend on property for a long- 
time period running as high as 99 years. They insist, 
however, on the security being high class and make sure 
that all interest payments will be made on the dot. One 
feature favoring this type of loan is that the funds do not 
necessarily have to be used for temporary working 
capital, but can be utilized for permanent improvements. 

Personal Investments 

If a man has made investments from time to time from 
his personal savings, he finds this a possible source of 
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emergency help when his business requires financial as^ 
sistance. Providing ,the investments have been made 
wisely, it is usually not difficult to borrow something on 
them, whether they consist of real estate. Liberty bonds, 
or other holdings. 

^'I have found my Liberty bonds a great help in financ- 
ing my bupiness over temjporarily difficult periods," re- 
lates one business man. "They give me increased 
independence and security and prove to me their value 
aside from the help they have been to the Government." 

Investigation shows ihat the man who has carefully 
put away his savings in good investments, year after 
year, has created an emergency ^^ reserve" of great value 
in business later on. 



Credit Companies 

More recently credit companies, which purchase ac- 
counts receivable, have gained in popularity among con- 
cerns seeking additional working capital for their busi- 
ness. By borrowing on their accounts receivable they 
are enabled to turn their money more rapidly into profit. 
Under some circumstances this method is looked upon 
with favor, altho many bankers see no reason why a 
sound concern should have to resort to this method of 
obtaining funds. Notwithstanding, the business of ob- 
taining money on these accounts has grown very exten- 
sively. Some credit companies charge for the service 1 
per cent a month on the money outstanding. Of course, 
it is important in disposing of any accounts receivable to 
be sure that your line of credit at your bank is not 
g[eopardized. The money borrowed should be used only 
to make a desirable purchase of merchandise or to 
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disconnt bills coming due. Several concerns testify to 
the benefits gained from this source. 

In this connection, too, it is well to consider such 
credit companies as handle instalment paper for dealers, 
particularly paper originating in the sale of automobiles. 
Few banks can handle loans on '"instalments" of this 
kind. As described in an earlier chapter, special banking 
corporations have been organized to finance instalment 
dealers. Few men have the ready cash to carry custo- 
mers over long periods in the purchase of a high-priced 
commodity like an automobile. A great number of dealers 
have thus, with this assistance at hand, increased their 
sales and total business with resultant larger profits. 

Loans on Fixed Assets 

Still another source for funds is that from loans on 
fixed assets. When a firm owns its property, it has the 
chance of obtaining money on that security. State banks 
and trust companies frequently handle loans of this type 
when the security is high class. 

Sale of Property 

Some concerns are able to sell some of their properly 
without impairing production. For instance, a middle- 
western concern, finding itself hard pressed thru poor 
management methods, sold at a substantial increase a 
portion of its lots, purchased years previously, and got 
on its feet permanently. 

By Sale of City Lots 

Another plan which is very good in certain cases can 
beJBt be shown by illustration. 
A foundry was located in the center of a small city and 
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needed room to expand. It made arrangements with the 
Retail Merchants' Association by which about eighty 
acres on the edge of town were bought. The new foundry 
was built on a portion of the land and the rest was divided 
into city lots and ^bought by the merchants and other 
citizens at considerably more than the original cost of 
the land. ,This difference was given to the foundry, 
while the buyers of the lots came out even or with a slight 
gain as this new addition to the city was soon built up 
with working men's homes. 

In such a case care must be taken to see that there is 
proper transportation to the city, so that the lots will be 
built upon. Another attempt of like nature in the same 
city was not successful from the point of view of the 
merchants, as the land was too far out and was not built 
upon. 

Warehouse Receipts — Chattel Mortgages 

Then there is the method of borrowing on warehouse 
receipts, bills of lading, and chattel mortgages. Borrow- 
ing on the warehouse receipt is common with produce 
houses which obtain the money from the bank to get the 
goods from the warehouse and to repay the loan as the 
goods are sold. Borrowing on bills of lading against 
shipments is frequently possible at banks. Some dealers 
buy fixtures on chattel mortgage, paying for the purchase 
on instalments at 6 to 8 per cent interest. If the margin 
of profit in the business is large enough, the borrower on 
this basis may get by safely, but frequently it results in 
financial disaster. On the other hand, printing and other 
types of machinery are regularly sold on this basis suc- 
cessfully and satisfactorily. 

It is also poor policy to borrow on chattel mortgage 
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except as a last resort. Such borrowing is usually done 
only in cases of extreme necessity, and for this reason, 
once a chattel mortgage is given, it is almost impossible 
to secure money from any other source. This does not 
apply to chattel mortgages or conditional sales contracts, 
where only the article purchased is covered by the mort- 
gage. Such a mortgage does not show an unsound finan- 
cial condition. 

One word of warning. In order to secure money it may 
be necessary to give a judgment note. This should be 
done only in a case of last resort. If so, be very careful 
to read the printed matter in the body of the note. It 



JUDGMENT NOTE 

Chicago, lU 

Ninety days after date I promise to pay to the order of 
John Doe five hundred dollars ($500), with interest at the 
rate of 6 per cent per annum, at the Continental and Com- 
mercial National Bank, for value received, and I hereby 
authorize and empower any attomey-at-law to appear in any 
court of record in the United States, at any regular term of 
such court, after the above obligation becomes due, and 
waive the issuing and service of process, and confess a judg- 
ment against me in favor of the holder hereof, for the amount 
then appearing due, together with costs of suit; and here- 
upon to release all errors, and waive aU right of appeaL 

V 



Fio. 48. — Form of Judgment Note 

Authorizing Creditor to Take Judgrment in Case of Default in 

Payment of the Principal at Maturity 

may be drawn so that judgment can be taken only in case 
of default in payment of interest when due, or in case of 
default at maturity, or it may provide that the creditor' 
can take judgment at any time he feels himself insecure. 
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This last form is especially bad, as the creditor can at 
once take judgment and cause a levy of execution on the 
property of the debtor, thus virtually putting him out of 
business, even tho it may be long before the note matures 
and there has been no default. 

Aid from City Associations 

Investigation shows that some city associations, such 
as chambers of commerce, will help a worthy concern 
which furnishes employment to a number of citizens and 
promises ultimately to be prosperous. Here, tho, much 
depends on the type of association and its financial 
activity. 

Customers 

In certain cases it may be possible to borrow from your 
customers. This is especialy true of a business which has 
but few customers, or is of such a nature that the cus-; 
tomers are dependent on it for certain supplies which it 
is hard to 5get elsewhere. 

Character Loans 

The final method of obtaining funds to be mentioned 
here is that of character loans from friends or other 
sources. Investigation proves that many a business has 
been saved by friendship. Altho such loans to friends 
frequently seem to cause trouble, yet they do prove a 
potent factor in financing struggling concerns out of dif- 
ficulty. It is important to have friends and to inspire 
their confidence. A number of men testify to the splendid 
manner in which their friends have helped "set them up 
in business." 

The Morris plan banks also have a character loan 
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depairtmenty in which they handle many loans to smaller 
business men who pay back the money on instalments. 

All of these sources have proved helpful to various 
concerns — some finding one plan best adapted to their 
needs and others a different one. It is not expected that 
all of them will appeal to all readers of this book, but they 
are enumerated briefly in order to point out the latitude 
possible in obtaining funds legitimately for business pur- 
poses. No doubt you will find at least a suggestioi^ here 
to assist you in meeting your financial requirements. 

SELF-TEST QUESTIONS 

1. CHIEF SOURCES OF FUNDS. What three are there besideB 
banks? 

2. NOTE BROKERS. Why do banks like to loan tfam tiiem? 
What facts would you consider before establishing relations with 
one? How do they operate? 

3. SUPPLIERS. When are they of unusual helpfulness? 

4. CONCENTRATION OF PURCHASES. Is it a good poHcy? 
Why? When? 

5. MISCELLANEOUS SOURCES for obtaining financial aid. 
What are they? 



^ CHAPTER Xm 

EVERYDAY FINANCING THAT PAYS 

It is not thru spasmodic efforts at so-called ''financing" 
that a business is put on a sound basis. It is rather the 
day-to-day careful watchfulness and planning that con- 
vert a situation involved in uncertainty and chaos into 
one of solidi substantial prosperity. A thoro investiga- 
tion of business of all sorts indicates that the beneficial 
results of spectacular ''financing" are rare. Permanent, 
satisfactory business really comes from close supervision 
of the ordinary details of everyday conservative manage- 
ment. 

It is the purpose of this chapter, therefore, to show 
how positively the wise conduct of business is after all 
Ifcrue financing. In fact, we should hear far less of finan- 
cial problems, so called, if every business man under- 
stood fully the necessity of using everyday common sense 
in the management of his concern. This is speaking 
plainly, but we have only to see the financial successes 
which have resulted from plain, simple business — ^buying 
and selling — ^to see how true it is. 

One can readily see that finance did not originate busi- 
ness. Supply and demand — ^primitive barter and ex- 
change — created the idea of business, and financing is an 
outgrowth of business progress from the primitive to 
the modem. A survey of the question suggests that we 
have been inclined to let the tail — ^finance — ^wag the dog 
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— business. In other words^vthe statement is often made 
that if you conduct your business economically and wisely, 
the finances take care of themselves. Let us see, then, 
how this works out in actual practice. 

One of the most successful stores in the Middle West 
does not borrow a penny on the outside. It is financed 
strictly on the "inside." How! Simply by attention to 
every business detail — costs, selling, mark-up, service and 
so on. For years the business has been closely, faithfully 
managed, and it enjoys an enviable trade in the com- 
munity. Banks have offered this firm Uberal borrowing 
facilities, but without success. 

Similarly a manufacturing concern in Wisconsin has 
never borrowed. The business has been built up slowly 
but surely over a period of sixty years. It, too, enjoys a 
splendid reputation and numbers its customers all over 
the country. 

These instances are not given to suggest to business 
men that they should not borrow when it is profitable to 
do so, but they are cited in order to prove that so-called 
good fijiancing is, after all, simply good business. Proper 
attention to inside fijiancing usually means that the 
fijiancial problems of the concern automatically take care 
of themselves. 
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Success Factobs in Evbbyday Fikanoiko 



It is essential in financing any business that the man- 
agement be awake to its responsibilities. A well-managed 
concern should find its everyday financing simple. But 
what are the chief points to watch t The experience of 
others is illuminating in this connection. A study of 
successful concerns shows that the following factors have 
a direct influence on everyday financing: 
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1. Definiteness of purpose 

2. Direct supervision 

3. Proper location 

4. Careful progress and planning ahead 

5. Taking discounts 

6. Increased turnover 

7. Keeping funds at work 

8. Borrowing profitably 

9. Attention to important details 

10. Careful analysis of costs 

11. Getting full use of space 

12. Personality 

13. Encouraging harmony in the conduct of the busi- 
ness. 

Let us take up each of these points specifically because 
they are often too lightly passed over as only incidental to 
financing. But, from the viewpoint of today, according 
to the most successful business authorities, they are 
financing, itself, in the highest sense. 

Definite Purpose 

No business can expect to succeed permanently which 
has no purpose or plan behind it. How quickly the so- 
called "fly-by-night '* cpncern falls to pieces ! An organ- 
ization slapped together just to make money is doomed 
at the start. Every reader of this book understands the 
necessity of having a business well planned to fill an 
economic purpose. Therefore, if you want to start on 
the right basis to develop a permanent financial strength, 
there must be a clearly defined plan of what the concern 
is going to do. It is also necessary to know how you are- 
going to do it. A successful manufacturer emphasizes 
this point by showing how he constantly failed to make 
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1. Have you a definite purpose in busi- 
ness? 

2. Do you have direct supervision? 

3. Is your location right? 

4. Do 3rou plan ahead to make careful 
progress? 

5. Do you discount your bills? 

6. Is your turnover frequent enough? 

7. Do you keep spare funds at work? 

8. Do you borrow profitably? 

9. Do you pay attention to important de- 
tails? 

10. Do you make a careful analysis of 
Costs? 

11. Do you make full use of your space? 

12. Do you use prop^ personality in busi- 
ness? 

13. Are the relations in your business har- 
monious? 
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good when he went from one job to another, without a 
definite idea in his own mind of just the type of business 
and work he wanted to be in. Finally, he saw his mistake 
and set before himself a definite business g6al. The busi- 
ness of his company now runs into millions annually. 

Direct Supervision 

Once this point has been determined, then the necessity 
of close and direct supervision is apparent. This does 
not mean that a managing executive must always be on 
hand at 7 o'clock in the morning and stay until late at 
night. It means that he must know how to direct the 
work and know what is going on. A new business, par- 
ticularly, no matter how rosy its prospects, requires this 
close personal attention. A long list of failures due to 
neglect of opportunities confronts one in every town. As 
one banker has succinctly expressed it : "We find it use- 
less to help the business man who thinks more about 
baseball than about his business. Becreation is necessary, 
but it has to be taken in its proper place." Neglect is a 
deadly error in financing. It is sure, as experience shows, 
to lead to disaster. It pays, then, to be on the job, even 
tho you may have a trustworthy assistant, or several of 
them. Financing means being instantly ready to make 
every move necessary to play the game. 

But some men may cite various big concerns, the own- 
ers of which are seldom individually on the job. This 
appears to be true on the surface, but it is not actually 
so. These concerns have worked out record systems, 
double report ideas, and checking methods by which they 
are able to know in detail more about the business than 
many employees who are on hand day in and day out. 
It is a mistake for a young business man to think that 
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he can iinitate snccessfidly the wealthy leader of affairs 
who has made his millions. Too much time spent at the 
golf club is likely to be disastrous to the executive who 
has not yet fully ''arrived." This is the modem tempta- 
tion which wrecks many a business. It amounts to reck- 
less financing. 

Proper Location 

The third danger in financing a business lies in the 
question of location. One after another, concerns have 
gone down because they chose a poor location^ or they 
agreed to a lease charging an exorbitant rent. This fac- 
tor of location is receiving far more attention than 
f ormerly, but it still fails in many instances to receive 
the proper consideration. It does not matter whether 
you are in a retail store, a factory, or any other line: 
Location is frequently vital — ^much more so than is com- 
monly realized. 

A textile mill found its production greatly restricted 
because it was located in a small city containing numerous 
other concerns which employed a large number of girls. 
To overcome the difficulty it was necessary to build an- 
other plant in another city where labor tends to heavier 
lines. The new factory, of course, required much addi- 
tional financing, a great proportion of which could have 
been eliminated had it seemed practical to put on an 
addition to the main plant. 

Labor market, transportation, distribution, and other 
factors, when considered in the light of month-to-month 
expense, must all be taken into consideration. In the 
larger cities there is always the question of whether the 
plant shall be in a downtown location, in a suburb, or in 
a particular district. Some concerns have had difficulty 
in getting help where transportation to and from the 
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plant has been poor. Thus one new concern just choosing 
its location intends to spend nearly 'a million dollars in 
furnishing roadways and street cars to the plant 

From the retail standpoint, location means the very 
activity of the business. The best of so-called financing is 
frequently helpless to save a badly located business. It 
is important to analyze the type of neighborhood, whether 
it is changing rapidly or is of a fixed character. Altho 
advertising may help greatly to overcome a poor location, 
yet it is dangerous to attempt a new business— yes, and 
even one already established — ^unless you are sure that 
you can draw the trade. 

Still another important financial point to have in mind 
is the lease. Many a business has become successfully 
established in a certain location, with no clause in the 
lease to cover a renewal of the premises if desired; at 
a certain reasonable rate. If, after the expiration of the 
current lease, a high rent is imposed, it may be necessary 
to move to an inferior location or, as an alternative, to 
try to meet the increased rent demanded. In either event, 
the business is likely to suffer severely. Business men 
should be careful to protect themselves on leases. This 
is as much a part of financing as having a line of credit 
at the bank. 

Plan/ning Ahead 

Next comes the necessity of planning ahead and of 
provision for making careful progress. Bight planning 
includes arranging your finances to meet the seasonal 
demands, analyzing your sales and turnover so as to have 
on hand always sufficient working capital, having a defi- 
nite plan of selling for cash or credit, and taking care of 
obligations which fall due from time to time. Your 
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buying and selling and your terms of credit, if any, must 
be balanced properly to insure working capital at all times 
and tiie backing of your bank as welL Especially is this 
essential for concerns selling on instalments. It has been 
the tendency for business houses to jump into the instal- 
ment game and to meet competition, without sufficiently 
realizing the amount of capital involved in the under- 
taking. Instalment sales mean tying up a large amount 
of capital in accounts receivable. Have you the financial 
organization and backing to swing this feature of the 
business? A survey of your field, the amount of sales 
you expect to make from month to month, and tiie size of 
payments required from customers will show you what 
you will need at "peaf times in the way of working capi- 
tal. A tangible plan, with figures of sales and payments 
for each month, should be made up to present to your 
banker for approval before going ahead. Then you will 
be better able to play safe. Notwithstanding the fortunes 
made by instalment houses, many of them have drifted 
into bankruptcy because they were not properly financed. 

Consistent, conservative progress is always considered 
wise financially, rather than too rapid expansion. Many 
bankers say they lack faith in ia man who is too impatient 
— ^who cannot wait for his business to have a natural 
growth. There is always the danger line between safety 
and growth. To overstep it may mean disaster. Investi- 
gation indicates that the conservatively growing concerns 
frequently have the best financial records, altho a few 
exceptions are to be found in some localities. Usually 
the3e exceptions are enterprises started by men who 
already have made an eminent success in some other 
activity. 

Here, too, the general organization of the concern must 
be considered. It is usually dangerous to conduct a ''one- 
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man" business, do-called. Too much is left to the re- 
sponsibility of one individuaL Under these circumstances 
the concern is actually jeopardized in the event of the 
incapacity or removal of the chief executive. Every 
business should be so organized that the elimination of 
an owner or officer will not disturb the general routine. 
In other words, every person should have someone ready 
to step in and take his place. Authority should be bal- 
anced properly, so that there is no uncertainty about the 
conduct of the business. 

It isn't always necessary to make unnatural plans to 
provide for emergencies. This is illustrated by the ex- 
perience of one small concern whose owner suddenly died. 
No one at the plant had the slightest inkling of the future 
of the business. The man's wife stepped in, however, and 
went ahead with the regular conduct of the plant. Every- 
thing continued just as it had before. The careful prog- 
ress of the past was maintained. How was this so easily 
possible ? The owner had seen the natural business ability 
which his wife possessed. He therefore made it a point 
from day to day to acquaint her with every policy, detail, 
and problem of the plant He discussed his plans with 
her and asked her advice. In this way he trained her to 
handle the business without her having to come into the 
daily grind to learn. When the duties of management 
devolved on her, she had every detail at her fingers* ends. 
This, in brief, suggests how precautions can be taken to 
insure the permanent success of a business. 

Taking of Discounts 

The fifth factor in everyday financing is the taking of 
discounts. Eeference is made elsewhere to the import- 
ance of this practice, but it deserves frequent mention, 
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for no item of financing is more often overlooked, es- 
pecially by small concerns. This may be due in part to 
the fact that executives fail to realize the big gain in 
profits possible by taking discounts. 

For instance, figuring on the basis that the average 
discount is 2 per cent 10 days, net 30 days, you get this 
discount for giving up the use of your money for 20 days, 
the difference between 30 and 10 days. This means that 
you make 1 per cent every 10 days, or practically 3 per 
cent a month. This in a year, amounts to 36 per cent on 
all the discount-term goods which you buy. Npw, sup- 
pose you do have to borrow at the bank to settle for a 
purchase. The rate probably is not more than 6 per cent 
or % of 1 per cent a month, It is obvious that you will 
make a substantial profit on the transaction. In per- 
centage figures it amounts to the difference between 3 per 
cent and % of 1 per cent, or 2^4 per cent a month; in 
other words, the yearly saving of $30,000 on every 
$100,000. 

So impressed with the importance of this fact is the 
owner of one successful concern that he sells on a low 
margin and makes practically all his profit from his dis- 
counts. Thus he readily ^eets all competition and main- 
tains a permanent trade. 

Increased Turnover 

Increased turnover is the sixth vital point to watch in 
making everyday financing pay. This question is also 
touched on elsewhere, but it warrants particular emphasis. 
How necessary it is to get the best possible turnover is 
illustrated by contrasting two general stores doing busi- 
ness on the same street in a small western city. One 
store carries a stock amounting to $12,000, and the other, 
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one of $28,000. One has a turnover of eight times an- 
nually, and the other only three. What is the result? 
The one store is prosperous and has a big trade. The 
owner drives an automobile. The other scarcely makes a 
living. He does not turn over his stock fast enough and 
therefore has to carry a larger one. The fallacy of this 
is pointed out in a succeeding chapter. The mistake men 
sometimes make is to figure they are making sufficient 
turnover when they are not. Turnover, as every one 
knows, means the times you sell your stock completely 
each year. For instance, if you carry an average stock 
of $3,000 and sell $12,000 in goods in a year, you have 
turned over your stock four times — ^if you have handled 
the problem correctly; that is, if you have figured your 
average stock at selling price. If $3,000 is the cost price, 
and $12,000 is the selling price, then your turnover is not 
four, but considerablv less. At cost, your sales may 
amount to only $8,000, in which event you have turned 
over your stock not quite three times instead of four. 

Keeping Funds at Work 

The seventh point to consider is that of keeping your 
working capital profitably at work. It is poor business 
to have money lying idle — except what is necesary tox a 
bank deposit which will satisfy your banker. As pointy 
out in the chapter on investing your surplus, it is go 
business to have your money earning diyideiida--i 
in merchandise, then in short-term notes or ^^^^J^^ 
can quickly be liquidated in an emergency ,or do ^ ^ 
on. Interest quickly mounts both ways, so that it is - 
portant to be getting the increment on ^*^®5^®®^-„s 
funds. This is the practice of many successful conce • 

In this connection it is worth while mentioning 
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necessity of keeping one's credit absolutely clean. This 
does not mean always paying a bill before it is due. Some- 
times it may be poor judgment to be ahead of ordinary 
promptness. One business man discovered that he laid 
the scene for an embarrassing episode because he was too 
prompt. He always sent his checks ahead of time in 
order, as he thought, to cinch his credit standing. A busi- 
ness slump came and he was unable to abide by his cus- 
tom. Immediately the suspicions of his creditors were 
aroused. He had been so scrupulously ahead of time that 
now he had given the people he owed a distinct shock. He 
had hard work recovering from the predicament. So 
credit is a peculiar thing, and it has to be watched and 
studied closely to make the most of everyday financing. 

Borrowing, Profitably 

The eighth factor in successful financing is to borrow 
profitably ; but this point is so well covered in Chapter X 
that it need only be referred to here. 

Attention to Important Details 

Coming to the ninth factor — attention to important de- 
tails — ^we encounter several points which should be con- 
sidered carefully. One of these details is to avoid borrow- 
ing on short-term notes unless you know you will be ready 
to take them up or will be able to renew them. Some con- 
cerns have had a difficult problem to meet in taking care 
of such loans. It is s6mething to consider in everyday 
financing. 

Another important point is to watch the advertising 
appropriation and to know how much you can spend. 
Advertising is valuable to the success of all business, but 
ihe tendency of some concerns is to spend more than their 
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field, their size, or their financial condition will warrant. 
This is a financing factor which must be carefully and 
wisely balanced. 

Again, every tendency of the owner or owners to specu- 
late should be halted promptly in order to avoid disaster. 
Numerous instances could be cited of the failure of other- 
wise prosperous concerns, simply because those in finan- 
cial charge could not resist the temptation, to speculate. 
The necessity of employing the right sort of workers is 
also apparent. Faithful, eflScient and loyal workers ob- 
viously make the financing problem that miich easier. 
Where possible it has been found profitable to have a 
financial adviser, a man who can visualize the concern's 
requirements and plan the use of funds accordingly- 
One other important detail is that of insurance — ^fire 
insurance and other insurance depending on the nature 
of the business — ^in order to cover a possible loss. This 
should be fully attended to. Most banks will now ferret 
this question out before granting a line of credit. Insur- 
ance should be wisely figured and placed so as to accom- 
plish the necessary protection and still be reasonable. 
Investigation shows that many concerns are spending far 
more for their insurance than they need to, and in some 
cases, on the contrary, not enough. 

Cost Analysis 

We now come to cost analysis — the tenth point in our 
list of financing factors. Nothing is more vital to a con- 
cern's welfare than an exact line-up of the costs of doing 
business. Yet it is astounding how few businesses know 
their costs — all of them — accurately. Yet after all, it is 
a simple task to accomplish. Any cost accounting plan 
will suggest how to work out a full record of your costs. 
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It is not within tiiB province of this book to go into all 
those details, but to point out how necessary cost systems 
are today. Without accurate cost knowledge it is impos- 
sible today to manage a business, to compete successfully, 
and to find expensive leaks* By knowuig your costs 
you can find many ways in which to cut expenses, 
as numerous concerns have done. It makes profit- 
figuring a definite task and eliminates guesswork in man- 
aging. A business cannot be financed properly unless 
costs are analyzed and then reduced to the minimuTn. 
"That's management I" perhaps you will say. Yes, it is, 
but it bears a pretty close relation to financing, too, and 
is worth bringing out in this book if it is to accomplish 
permanent good for any reader. Many concerns visited 
by the author, which formerly suffered many near dis- 
asters financially, pointed out that after they had 
analyzed and got their costs on a definite Tniuimum basis 
they had no more trouble financing themselves. 

» 

HOW A COST SYSTEM HELPS FINANCING 

Each month the head of a large retail establishment in 
Michigan distributes an appropriation over 21 divisions 
in his store in order to carry on the business. This ap- 
propriation is based on a computation that is made each 
year and represents the approximate expenditure that 
will be needed to finance the business. In addition to the 
annual and monthly distribution, the seasonal require- 
ments are estimated, for example, those of the spring and 
f ftU^ tsad are carried alctag witli the md!ntldy tad annual 
figures. 

Here, then, is a definite approach to the so-called 
budget method, yet it differs in some respects from the 
budget idea because a certain degree of flexibility is pro* 
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vided to meet any contingencies that are likely to arise. 

Much has been said and a great deal more has been 
written about the budget plan as an aid in financing the 
business. Undoubtedly the budget method represents 
certain advantages in every line of business, because it 
enables the business executive to determine his financial 
needs and to avoid the deadly sin of guesswork. But the 
budget plan, meritorious as it is, is often likely to lead to 
confusion and possible loss if it is arbitrarily applied. 
This is especially true in a business where price levels are 
subject to sharp and violent changes and where the prob- 
lem of raw supplies and merchandise stocks is an uncer- 
tain one. Still the budget system can be worked out with 
certain modifications, as in the case of the Micl4gan re- 
tailer already referred to ; and almost always it will be 
found to produce satisfactory results in cutting out waste, 
in revealing those departments which are a source of 
profit or a cause of loss, and in stabilizing the sales efforts. 

In order to simplify the distribution of the appropria- 
tion, this retailer first divided his store into 33 depart- 
ments. After this was done he estimated the expenses of 
each department under the following 21 divisions : 



1. 


Sundries 


2. 


Branch office 


3. 


Espress 


4. 


Freight and cartage 


5. 


Advertising 


6. 


Cleaning and repairing 


7. 


Bent 


8. 


Salesmen's salaries 


9. 


Buyers' salaries 


10. 


Floormen's salaries 


11. 


Elevators and watchmen 
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12. Light and heat 

13. Marking room 

14. Deliveries and carfare 

15. Bundle desk 

16. Stationery and supplies 

17. Jnsnranoe 

18. Taxes 

19. Charity 

20. Trading stamps 

21. Officers' salaries. 

This distribution takes care of all the items of expense 
that enter into the business, with the exception of the 
merchandise purchases which are estimated seasonally 
as already indicated. 

All of these items of cost are carried on a long sheet. 
The estimate for December, for example, would show in 
a separate column the amount needed for December, 1921, 
^and then in an adjoining column the amount actually 
spent in 1920, thus furnishing a helpful basis of compari- 
son. At the end of the month the actual expenditures for 
December, 1921, are placed in a third colunm, so that the 
appropriation and the actual expenditures can be com- 
pared. 

The 33 departments are designated as A, B, C, and so 
on, and to each department the approximate cost of oper- 
ation for the current month is distributed. In the lower 
right-hand comer of the large sheet space is provided for 
a compilation of the sales. Here is shown the total sales 
for each department for the month, the actual expensoi 
the percentage of cost to the sales, the percentage of the 
salesmen's salaries to the sales, and the percentage of the 
buyers' salaries to the sales. 

On the actual tabulation the following information is 
shown: 
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1. Sales at retail 

2. Sales at cost 

3. Margin 

4. Expense 

5. Profit 

6. Percentage on 

7. Percentage off 

8. Percentage profit 

9. Percentage loss. 

These records reveal at a glance all the information 
the prudent business executive should have at his fingers' 
tips. And they are sufficiently comprehensive and simple 
to be adaptable in almost any line of business. 

What are the advantages of employing a method of 
this kind 7 Does the operation of the plan create unnec- 
essary accounting burdens? 

A COST SYSTEM MAY AVERT DISASTBB 

These questions can best be answered by the experience 
of this retailer which demonstrates that a careful scru- 
tiny of costs and an analysis of sales will prove to be an 
investment that pays big returns. 

It is surprising [says this retailer] , how a department can shift 
so qtiickly from profit to lo§s and vice versa, and unless you have 
the spotlight continually on every tendency you can be led very 
easily into deception that creates financial embarrassment. Looking 
back over a period of six months, for example, I noticed that the 
cost of doing business in one department averaged 24.7 per cent. 
Then suddenly this cost went up to 28.2 in one month, to 29^.6 the 
following morith, and to 82.S the third month. I saw something 
was wrong and I immediately began an investigation of the de- 
partment. I found that the sales efforts in this department had 
become slack and the buyer was not giying proper attention to it. 
Now a condition of this kind can happen in any business, and 
unless you have a report that will flash the danger signal monthly 
or at some other regular 'interval, you are simply inviting insol- 
vency. 
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Again, the fact that yon are keeping a simple cheek on hoth 
the department buyer and the salesman has a salutary moral effect, 
because it sustains logical, and consistent effort It often happens 
that the buyer or the salesman will ^ome to me and ask for more 
pay and then proceed to point out why the advance should be 
given, usually explaining that they are doing an increased volume 
of business. Now, it is not necessary to say that no matter how 
big the volume of business may be, it amounts to little unless 
there is a commensurate profit And you cannot get the most 
money out of your sales unless your costs are closely regulated. 
V have, therefore, tied up the costs and the sales, and as a result 
I am always prepared to talk to my employees with definite knowl« 
edge in hand. 

Not long ago, for example, I had one of my buyers come to me 
with a request for a big raise in salary. He went on to explain 
how the bfasiness of the department had grown. He was making 
the common mistake of considering only the volume, with scarcely 
a thought to profits. I pulled out my big sheets and showed him 
that the cost of doing business in his department for six months 
had averaged 7.6 per cent— a department where selling expense was 
low — and that this figure had jumped to 10.2 per cent for a corre- 
sponding period later on. I showed him that my estimates of the 
cost had to be revised on account of this increase. I convinced 
him there was something wrong in his department He was glad to 
see my figures and he decided to begin an investigation on his own 
hook. He changed some of his buying policies, gave more atten- 
tion to the sales people, and within a year brought the cost down 
where it belonged. I was pleased then to raise his salary. 

Here is an instance where the manager was in posses- 
sion of exact knowledge as a basis for determining a given 
line of action. The facts presented by his method of keep- 
ing his accounts were what gave him this exact knowl- 
edge. There was no guesswork about it. 

This method, as previously stated, is a step in the direc- 
tion of budgeting your business in an enlightened manner 
and it is simple enough and practical enough to be worked 
out in almost any line of business. You cannot get the 
most out of your business unless you know your costs. It 
is just as necessary to know what has gone into your 
goods as to know what has gone out to your customers. 
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This applies with equal force to the manuf aotoriBg estab- 
lishmezit, the retail oonoem and the bank 

A FLEXIBLB SYSTEM NBSDBD 

It is only from an accurate knowledge of costs that 
future business policies can be determined intelligently. 

In order to get the best results out of any cost system, 
the figures should be worked out on a statistical basis that 
will indicate the comparative tendenciesy as in the case of 
this Michigan retailer. One month or one year can be set 
off against corresponding periods and thus show what is 
actually happening. 

This comparison of corresponding periods is an ex* 
tremely valuable guide to the management of a business. 
Many accountants advocate that records be kept on the 
basis of thirteen four-week periods rather than on the 
basis of the regular calendar month, in order that com- 
parison may be made of uniform corresponding periods. 

It is probably true that the cost system which is satis- 
factory in one store or factory may not be successful in 
another store or factory. The cost system^ to be effec- 
tive, must be fitted to the individual needs of the business. 
It should not be too elabotate, because experience has 
shown that many cost systems which were inaugurated 
with enthusiasm were gradually allowed to decay because 
the intricate accounting that was required did not justify 
the cost 

A COST SYSTBM IN BBLATION TO GBlnSRAL ACCOUHTIKO 

Many firms, altho watching their costs thru different 
kinds of statistical comparisons, do not tie up their cost 
calculation with their general books of account in such a 
way as to prove the accuracy of the estimates, appropria* 
tions, and mark-ups. 
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The first rule in making a correct mark-up is to find 
from the accounting records, what percentage of the vol- 
ume of sales has been spent in the past for the cost of 
doing business, and how much profit on the sales is ex- 
pected. 

In calculating the cost of doing business great care 
should be taken to include all the items of cost. Bent, 
heat, light, supplies, insurance, taxes, depreciation, 
shrinkage, and general expenses are the items usually in- 
cluded in the overhead charges. But there should also be 
added the interest on the capital invested. If the latter 
consists of borrowed capital the interest on it would be a 
charge against sales, so the owning of the capital cannot 
change the correctness of such a charge. Salaries, which 
should include the salary of the owner at the amount he 
could earn in a like position working for someone else, 
advertising, delivery, and bad debts are the usual expense 
charges borne by selling and administration. 

The combined percentage of the cost of doing business 
and profit expected subtracted from 100 per cent give the 
percentage of the selling price, consumed by the cost of 
the product For instance, in a certain shoe store, the 
cost of doing business is 22 per cent and the desired profit 
is 12 per cent of the sales price, making a total of 34 per 
cent. ^Subtracting 34 per cent from 100 per cent, which 
represents the s^es price, we find that the cost of each 
pair of shoes is 66 per cent of the sales price. 

The next thing to do is to find the sales price. This is 
done by treating the cost price, which we find from adding 
the amount of the purchase price to the cost of freight and 
cartage necessary to get the article into the store, as 66 per 
cent and finding 100 per cent. Say that this cost is $7.59 ; 
this divided by 66 per cent gives $11.50 as the selling price 
per pair. 




RULES FOR MARKING UP YOUR GOODS 

I. Leom tl» fftcton that enter into the ulUns price. They 
ar»— (1) Cost of Goods, (2) Cost of Doing Buunns, and 
(3) Profit 

EXAMPLE: If the cost of shoes In s shoe depart- 
ment amounted to %1S,9}S for one Tear, if the coat of 
doing business for that year was 16,325, and if the net 
profit was $3,450, then the sales were eqoal to the sura 
of these three figures, or 128,750. 

n. Learn what percentage of tiie selling price it tfie COtt 
of the goods, AND KEEP THIS PBRCBNTAQB ON 
RECORD TO AID TOU IN HARKING UP FUTUSX 
GOODS IN THE SAME DBPARTHBHT. 

EXAUPLB: If die sales for die shoe department 
were t28,75ti, and if the cost of the goods was |18J)75, 
dien the cost of die goods was 66 PER CENT of the 
selling price (foond by dividing the cost by die mDp 
ing price). 
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III. To detennine the inroper idUng price of, any futwe 
individual pair of shoes placed oa sale* DIVIDB THB 
COST PRICB OP THB INDIVIDUAL PAIR BY THB 
PBRCBNTAGB OBTAINBD UNDBR RULB IL 

BXAMPLB: In marking up a new pair of ahoes 
costing $7.59, divide 17.59 by .66 (the percentage ob- 
tained in the example wider Rule II), and yon will 
obtain a qootient of $11.50^ which should be the sell- 
ing price. 



Fio. 50. — Rules for Mark-up (concluded) 

Sometimes it is advantageous to know how much of the 
sales price of a pair of shoes can be spent for administra- 
tive and selling expenses and how much for overhead ex- 
penses. In such a case $11.50 (the selling price) is multi- 
plied by the percentage which past experience shows ha^ 
been used for these purposes, i. e., 12 per cent for admin- 
istrative expenses and selling, and 10 per cent for over- 
head. 

But these figures are of little value unless it is known 
how close they come to being the same as the actual ex- 
penditures for the period. After the books are closed at 
the end of the month, the auditor finds, say, that the sales 
amounted to $5,000. According to past experience, the 
overhead expenses should amount to $500. He opens up 
two accounts necessary to show if past experience had 
been repeated. One is headed, "Portion of Sales Allotted 
to Overhead Expenses.'' The other is the "Overhead" 
account. To the first account is charged and to the second 
is credited the $500 representing the 10 per cent of sales. 

During the accounting period there have been various 
expenditures made which were chargeable to overhead. 
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They have been collected in different aocotmts snch as 
rent, heat, light, janitor service, interest on investment, 
etc. These accounts are now credited with the amount of 
the charges against them and the overhead account is 
charged with the sum total of all the overhead charges. 
This will close all the detail accounts, concentrating them 
in the one overhead account If 10 per cent of sales was 
the amount spent for overhead, the sum of all the ac- 
counts is $500, which will balance the account The ac- 
count "Portion Allotted to Overhead Expense" will be 
closed into the 'Trofit and Loss" account, representing 
the 10 per cent of the sales which was used for over- 
head. If, however, as is usually the case, the overhead 
account does not balance, it will indicate whether the 
actual overhead expenses are above or below what they 
were in the past. It will show what correction must be 
made in the selling price in order to gain a profit of 12 
per cent on sales. This simple method can be made use of 
with the other classes of accounts. 

Statistical tables such as the Michigan merchant uses, 
backed up \by a cost system like the one described above 
will give any executive a sense of security because of the 
fact that he knows the exact status of his business. With- 
out this knowledge he is in much the same position as a 
ship captain who would try te make port and avoid ship- 
wreck by navigating without taking observations, trust- 
ing only to dead reckoning — he might make it safely, but 
he is taking unnecessary chances. 

In a veneering establishment, every operation in the 
production of veneer is carried on a single sheet (Fig. 51) . 
Here the manufacturer has provided for a clean-cut anal- 
ysis of every step in the production of his merchandise. 
These sheets are filled out weekly and comparisons are 
frequently made between different periods. In addition 
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to this, another more detailed record of the cost of opera- 
tions is kept on a single she6t as follows : 

COMPARATIVE COST OF OPERATIONS (Panel MiU) 

November IS to Novembeji 19 



Department 


Operations 


1918 


1919 


Premium for 
November 


Veneer 


Band saw 

Choppers, oak and ma- 


........ 


» .17 


14 per cent 








hogany 


1.69 


1.17 


9 " , •' 




Choppers' stock 










(Faces and backs) 




1.06 


12 " '• 




Choppers' X-Bands 




.46 


4 «* «« 




Jointing 




.10 


88 " 




Taping 




.67 


4 " " 




Veneering edges 




8.68 


5 *« ** 


niin centers.... 


Sizing 
Taping 




1.62 
1.15 


6 ** " 






3 « " 


Dry kiln labor. 


Labor in and out of 










kiln 


••••••••• 


2.91 


No percentage 


Lumber centers.... 


Swing saw 


1.20 


.95 


9 per cent 




Band rip saw 


1.34 


1.75 


16 " " 




Planers 


0.95 


1.29 


9 '* " 




Linderman 


2.48 


3.02 


9 " " 




Squaring saw 









Fio. 51. — Comparative Cost of Operations in Panel Mill 

These costs are computed from the checkers' reports. 

SOy in a business as exceptional as veneering, a cost 
system can be made to perform a decidedly valuable 
function by furnishing the manufacturer with important 
comparative data. And these data in turn constitute a 
sound basis for compensating the employees, as in the case 
of the premiums paid to the workmen noted on the sheet. 

Many other examples of how a cost system simplifies 
the problem of financing a business could be given, but 
sufficient is shown here to reveal how all-important the 
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cost factor is if you are to get the most out of your in- 
vestment. 

KEEPING TRACK OF STOCK 

The first step necessary in finding out your costs is to 
learn what you have on hand and then-to keep track of it. 
In the manufacturing establishment this can be done by 
using inventory records and requisition forms. 

The importance of thus checking supplies is illustrated 
in an interesting way by the experience of a partnership 
engaged in the metal business. Two young men joined 
hands, one offering his practical experience as a metal 
refiner and the other investing $309000 to get the business 
started. The first year's business finished with a loss of 
$26,000. During the following six months the loss con- 
tinued to accumulate at an alarming rate, and finally the 
partners called in an expert accountant. Investigation 
revealed that pigs of bronze, which were purchased for 
use in manufacturing a metal specialty, had been dis- 
appearing. When the bronze was delivered to the factory 
it was thrown into a comer within easy reach of any of 
the factory workers who wanted to take it. The inven- 
tory account showed that much of this metal had bein 
stolen. In order, therefore, to stop the thefts, a separate 
room under lock and key was provided for all the raw 
bronze, aluminum, tin, and so oil Next, the accountant 
found that the partners had taken a contract to supply a 
large quantity of small brass parts for automobiles. The 
costs had not been worked out carefully, and the firm was 
losing eight cents on each part. When the partners tried 
to borrow money at the bank, the bankers were unwilling 
to advance the money because they felt the firm was doing 
business at a loss and also because it was without a defi- 
nite system of cost finding to check the leaks. 



252 Financing a Business 

So, in order to strengthen their financial position, the 
partners decided to hire a cost accountant. A plan of 
determining the costs was then worked out. Within a 
year, the business began to show a profit The thefts had 
ceased. The partners were able to prepare a financial 
statement of condition that entitled them to a line of 
credit at the bank. 

What is true in this particular case is true also in many 
other cases, especially with the new business enterprise. 
And profits are constantly menaced until merchandise 
and supplies are adequately safeguarded and cost sheets 
are consistently used. 

THE FUNDAMENTALS OF COSTS 

What are the fundamentals of costf The average busi- 
ness is divided into three divisions : materials, labor, and 
expense. These items vary with different lines of busi- 
ness. In distributing the items of materials and labor to 
specific articles, no great difficulty is encountered. But 
materials and supplies must be carefully checked in sepa- 
rate records. 

Let us turn again to the case of the metal manufac- 
turer. When a job is accepted in this plant, a cost ticket 
is made out with a complete description of the article to 
be made. This cost ticket then goes to the factory and 
picks up each element of the entire costs as the job goes 
along. Cost sheets and cost tickets vary, as already indi- 
cated, with the type of the business, and it is worth reit- 
erating that the scope of the system must be fitted to the 
business. However, the general underlying principles of 
a good cost system are here set forth. 

Control of Material. — ^Material should be controlled 
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very oarefiilly. The best^way to do this is thru the stock 
ledger which will give the manufacturer a perpetual in- 
ventory of the materials in his stock room. There is an 
acconht in the general ledger which controls the stock 
ledger. This account is called the ''Merchandise and 
Materials" account. The merchandise purchased is 
charged to this account in a lump sum at the end of each 
month. The individual invoices which make up the lump 
sum are charged to the separate accounts in the 8to<^ 
ledger. No material is allowed to be taken from the stock 
room unless a requisition, agned by a person having 
authority, is presented to the stock-keeper. The total 
amount of these requisitions is credited to the merchan- 
dise materials account. 

Classification of Labor. — ^Labor may be classified as di- 
rect and indirect. The direct labor is charged directly to 
the job ticket, but the indirect labor will be applied to the 
costs thru the application of burden, or overhead expense. 

There are many mechanical devices on the market that 
are devised to aid in keeping an accurate record of direct 
labor. The general practice is to provide a job time 
ticket, bearing the workman's name, dock numberi and 
the job number on which he is to work, and this is stamped 
with the time and given to the workman when he starts 
work on a job. When he finishes his task on that job he re- 
turns the ticket to the time clerk who stamps the time of 
finishing and issues another job ticket. In this way all 
the woi^^g time of the workman is charged to some job. 
The job time tickets are made out in duplicate, one copy 
going in the job envelope, the other to the payroll de- 
partment. The payroll department checks the job time 
tickets against the time recorded by the clock at the gate 
of the factory yards, which registers the workman's time 



2S4 Financing a Bi4siness 

by the day aiid week. The hours shown on these weekly 
time cards mnst be the same as that charged to the jobs. 

Overhead. — The burden or overhead is the difficult item 
to apply correctly. It consists of all the expense not in- 
cluded in direct labor and material. There is a wide- 
spread custom of collecting all the burden for a year into 
one lump sum and distributing it over different products 
at the same rate, regardless of evident variations in the 
actual overhead expenses of the different departments in 
which these products are made. The burden is usually 
distributed on the basis of a certain percentage of the cost 
of direct labor. The fallacy in this practice lies, not so 
much in the distribution on the amount of direct labor 
necessary, but in putting all of the overhead in one lump 
sum, instead of charging each department with the 
amount of the expense of the department. It is prob- 
able that some items of cost, such as the expense of 
the planning and cost departments, may be applied 
in the lump as accurately as any other, but in the case 
of most expenses this is not true. The making of one 
product may require expensive machines which take up a 
great deal of floor space, but only a small amount of labor 
of a fairly cheap grade. Another product requires a great 
amount of hand work applied by skilled and consequently 
high-priced labor. You will see at once that there should 
be a greater burden applied to the first product than to 
the second, on account of the depreciation charge on the 
expensive machine and greater floor space occupied. Thus 
the depreciation, taxes, and insurance on the machine and 
the rent of the floor space occupied by the department 
should go into the burden of product No. 1. These items 
of expense should not be borne by any other product, as 
would be the case if all the burden items were put in one 



The Dollar 
You Receive 
In a Sale 
and What 
Becomes 
of It 




Remember that your sales dollar is likely 
to be your only source of profit* With such 
a small margin of profit possible from each 
sale* you must do three things if you would 
make money: 

First, you must see to it that the ex- 
penses do not swallow up the profit in each 
sale. An appreciable profit must be as- 
sured 

Second, you must turn over the dollar as 
frequently as possible. The more turnovers, 
the more profits. 

Third, you should consider increasing the 
volume of your business, and at the same 
time getting into your concern more dol- 
lars, each of which is to 3rield its profit. 

An business success is dependent on 
these three fundamental rules. 



Fio. 52.— DSstribution of the Sales Dollar 
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lump smn, and allocated according to direct labor charges. 
If this method were followed, product No. 2 would bear a 
greater portion of the expense incurred by the equipment 
necessary to make product No. 1 than product No. 1 
would bear. 

Once the correct burden rates for the different depart- 
ments are determinedi the rest is comparatively easy. 
The charges for material and labor, in the case of the 
manufacturing establishment, are shown on the ticket and 
to this are added the overhead figures which are all the 
expenses of doing business other than those included in 
productive labor and material. 

When the retailer, the wholesaler, and the manufac- 
turer definitely establish control of their costs in a man- 
ner similar to those described they are adopting the surest 
means of forestalling the financial difficulties that arise 
from ignorance. 

Setting Fvll Use of Space 

Many a concern has been able to increase its output 
without any great additional capital by using rooms, 
machinery, and so forth, for the greatest amount of time 
possible. For instance, a factory may be doing a seasonal 
business. At certain times of the year it requires 100 
machines of a certain kind to do the necessary work, while 
during six months in the year only 30 machines are 
needed. If the manage;ment can, by manufacturing for 
stock at slack times, keep 50 machines going all the time 
and reduce the greatest number needed at any one time to 
70, a large saving is effected and the money can be put in 
other lines. 

Some retail stores keep open evenings. They have at 
least two shifts, the first coming on in the morning and 
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leaving in the late afternoon, the second coming on in the 
early afternoon and leaving in the evening. In this way 
they have a double force during the rush hours while, 
since the store is open longer, more sales per square foot 
are made with a consequent saving in rent. 

In the same way, rooms in the store or factory may be 
put to several uses. A room may be a rest room during 
working hours, a lunch room at noon, and a room for 
dances and social gatherings in the evening. 

Personality 

Perhaps the greatest thing in financing a business is 
the thing we think the least about, namely, our person- 
ality. 

A person must have self-confidence and force, but he 
must also have a friendly and winning manner and be 
honest. Often a man has been able to secure a loan, or an 
order from a purchaser upon which a loan could be 
effected, because he was able to convince others of his and 
his concern's ability. Friendliness and honesty also go 
a long way toward securing that co-operation and spirit 
of good will among the employees which bring some or- 
ganizations to success where others fail. 

Harmony in the Organization 

The last point to be considered is that of promoting 
harmony in the organization. Financing is often made 
extremely diflBicult where constant friction among owners, 
officers, or officials is found. One middle-western concern 
narrowly missed bankruptcy simply because the manager, 
who also was a stockholder, antagonized the owners and 
employees. Production slumped badly and the concern 
got in Bad repute with the bank and with customers. 
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Finally, it was necessary to force the manager out to save 
the business. Thus it is evident that the harmonious con- 
duct of the business bears directly on its financing prob- 
lems. 

Not alone must there be harmony among the men 
higher up, but there must be harmony between the work- 
ers as well. Labor turnover, strikes, and failure of em- 
ployees to put in 100 per cent effort because of lack of 
loyalty are great sources of loss. Many times a concern 
has been able greatly to increase its output without the 
oeed of more capital simply by securing greater co-opera- 
tion on the part of its employees by the use of bonus sys- 
tems, welfare work, and above all, by giving them a 
square deaL 

After all, everyday common-sense management is the 
only kind that pays in any concern, and it usually means 
the successful financing of the business. 

* 

SELF-TEST QUESTIONS 

1. OUTSIDE AID IN FINANCING. What poUcy wiU make it 
Qimecessaryt 

2. DIRECT SUPERVISION. How is it made simple and ample ? 
8. PLANNING FINANCES AHEAD. What are some of the 

steps? 

4. SOURCES OF PROFIT. What one is often overlooked ? 

5. FINANCIAL STANDING. It wiU be obtained by attending to 
what five important details? 

6. COSTS. What is the first step in obtaining them? 

7. OVERHEAD EXPENSE. What are some of the methods of 
applying? Which is the best imfl 



CHAPTER XIV 

HOW Td CURTAIL BORROWING 

A middle-western merchant financed himself success- 
fully during four years without borrowing, and then 
"broke the spell" for the sole purpose of making a quick 
cash purchase of some goods at a tremendous bargain. 
He turned over his stock rapidly and was able to pay his 
expenses and buy new goods without appealing to his 
banker. This probably is an exceptional case. It is inter- 
esting to note, because it shows what can be done to keep 
the borrowing activity at a minimnm figure. Perhaps 
this merchant could have made greater progress if he had 
borrowed wisely from his bank. But this is a happy 
medium to aim at in obtaining funds from the bank. Too 
many loans in proportion to the business cannot help 
weakening the independence and strength of a concern 
until the banker finally calls a halt. 

As pointed out in a previour chapter, financing does not 
mean running to the bank for money just because it is 
possible to get it. It means borrowing profitably for the 
requirements in hand, just as shown in Chapter X. 

How, then, can you hold your borrowing at the bank 
,down to the lowest figure! There are several avenues 
open, according to the kind of business, the financial 
policy, and the general plan of progress. In a big way 
they are covered by these **don*t8*\: 

1. Don't overbuy 

2. Don't carry too big a stock 

259 
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3. Don't let expenses mount too high 

4. Don't neglect collections. 

These **don'ts" hinge primarily on good management, 
which means that the executive in charge, must exercise 
self -discipline in guiding the everyday affairs of his busi- 
ness. For instance, he has to know when his borrowing 
is mounting to the danger point and teorrect this trend 
before it goes too far. No matter how much he wants to 
spend, he must know when he has reached a safe limit and 
say "No." One of the most successful executiveis in the 
country declares his enviable financial position has in a 
large measure resulted just from the ability to say "No," 
when he has reached his full capacity on expense, stock, 
or credit. Investigation shows that too large a credit — 
the ability to borrow above the proper limit — ^has actually 
resulted in failure for some businesses. 

One executive, whose progress has been particularly 
noteworthy, says that he makes it a point to settle all his 
loans once a year, even tho the bank does not demand 
it. In this way he catches up on himself and checks any 
tendency to borrow too much and to let the amounts run. 
So much for general points on keeping borrowing down. 

Doir'T OVEEBUY 

Let us consider now the influence of buying on borrow- 
ing. Obviously, if a concern overbuys, its money is need- 
lessly tied up in a surplus of goods. A concern in the 
Northwest failed for this reason alone. An inexperienced 
manager was put in charge and he proceeded to load the 
place up with a great array of goods far in excess of the 
ability of his market Ito absorb them. Idle goods meant 
lost profits, capital tied up which was needed for adver- 
tising, for salaries, for new stock, and for other expenses. 
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A local bank, some of whose directors were interested in 
the concern, loaned funds to the limit in an eff<Nrt to over- 
come this handicap, but eventually the store had to dose 
its doors. Then a reorganization under new management 
took place, and by clearing out the old stock at a bargain, 
the business was put on a new basis. Here is an extreme, 
but a very common, instance of the result of overbuying. 
It means borrowing, perhaps, to full capacity — which 
means high interest charges and lost interest thru the 
idle goods. 

One of the first things which a business man ought to 
guard against is overbuying. He then frees himself of 
the burden of nnnecessary and expensive borrowing be- 
yond a profitable amount. Watching this element, too, 
trains the executive to turn over his stock faster and to 
keep it fresh. It also enables him to balance his buying 
so that he does not overstock on unprofitable or mediocre 
lines to the detriment of better ones. 

Thus if we are in the same line of business and you 
carry a stock worth $10,000 and I carry a stock worth 
$25,000, but I turn over my stock only four times as 
against ten turnovers for you, the amount received will 
be the same. However, at 6 i)er cent, $25,000 will bring 
an income of $1,500 per year as against $600 for $10,000. 
In other words, my extra stock is costing me $900 a year 
just for the capital tied up. There is also the cost of in- 
creased space, insurances, taxes, and so forth. 

A lot of mistakes, too, are sometimes made in figuring 
turnover. It should be remembered that the word used 
alone means total annual sales. The rate of stock turn- 
over is the number of times you dispose of your mer- 
chandise each year, as was shown in Chapter XIII. 

Turnover can often be increased by a thoro knowledge 
of the business and of substitutions that may be made. 
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Thus when a well-known automobile mannf aotnrer took 
over a factory he found it without either ready money or 
credit. There were many automobiles nearly fimshed, 
but which could not be completed because of the lack of a 
certain casting. By using an equally good, tho much 
higher priced metal in making these castings, he was able 
to finish the machines, sell them, and get his money. This 
more than compensated for the increased cost of casting 
and improved the financial condition of the business 
greatly. 

Another important thing in buying is to avoid inju- 
dicious bargains. Many times you will have a chance to 
buy odd sizes at reduced prices. Avoid them unless you 
can see exactly how they can be used or the sizes changed 
with little or no expense. If you do not take these things 
into consideration you will have a lot of stock on hand that 
you cannot get rid of or use without a great deal of ex- 
pense. In the same way, watch quantity discounts. Re- 
member that the tie-up of money invested, even for two 
months, may equal the quantity discount. 

Don 't Carry Too Bio a Stock 

The second "don't" is equally important, and very much 
like the first one. This, of course, is often the result of 
overbuying or sometimes of poor judgment in buying. 
Barely, suddenly changing conditions may cause a slump 
in business which results in an overstock. Or an execu- 
tive may say that he has no overstock when in reality he is 
carrying a bigger stock than his trade warrants. This 
mistake is not likely to occur if he has a well-kept stoiSs, 
ledger and a good accounting system. In any case it is 
necessary to reduce it, as pointed out earlier in the chap- 
ter under the section on "Overbuying." 




GETTING THE SAME WORK 
OUT OF LESS STOCK 

Of the two gears shown above, the larger has twice the 
circumference and twice the number of teeth of the smaller. 

The larger gear contains approximately four times as 
much metal as the smaller. 

And yet by revolving twice as fast as the larger gear» the 
smaller gear can do the same amoimt of work as the larger. 

If you can manage to turn your stock twice as fast as 
formerly, you can get along with just half the stock, thus 
cutting down costs of storage, insurance, depreciation, and 
tied-up capital 
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« 

Occasionally too large a stock can be trimmed down by. 
eliminating an unprofitable line. An eastern manufac- 
turer reduced his needs for outside funds by cutting his 
raw material supply in half. He was able to do this by 
contracting for deliveries at a specified market rate and 
paying for it at intervals thruout the year. Thus he used 
his own working capital to advantage without borrowing 
so much from the bank. 

Don't Let Expenses Mount Too High 

Turning to the third safeguard against too much bor- 
rowing — ^keeping expenses down — ^we come to one of the 
most important factors of business financing. There is 
probably no greater ''bugbear" to all business men than 
rising costs and increasing overhead. Concerns too often 
find it necessary to borrow because they do not keep ac- 
curate costs and do not trim expenses in proportion to 
income. Even a banker is not) always able to detect easily 
the wasteful expenditures of money here and there in an 
organization. Thus borrowing is resorted to, when in 
reality the question of costs should be approached with 
great thoroness and care. Investigations show that lack 
of accurate accounting and unwise distribution of over- 
head often make necessary an appeal to the local bank for 
money. There may be suflScient assets to enable the 
banker to grant the loan, but the concern is jeopardizing 
its financial position and wasting money in interest. By 
knowing and watching costs the borrowing habit can be 
kept in bounds. 

Aside from these main features, some concerns have 
kept their borrowing down by a willingness to build busi- 
ness slowly. One middle-westerner never borrowed until 
recently, altho he has been in business nearly half a cen- 
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tury. He has a good-sized manufacturing concern which 
has grown step by step by using the funds within the or- 
ganization. Here, of course, comes the qiiestion as to 
whether it is greater wisdom to borrow more freely and 
grow faster or to stick to ultra-conservative financing. 
This naturally is an individual question. Providing the 
borrower follows carefully the ideas expressed in the 
chapter on "How to Borrow Profitably" he can no doubt 
make faster headway by borrowing from his banker from 
time to time. On the other hand, the conservative idea of 
' financing has its advantages. Like the mountain burro, 
it is at least sure-footed. Borrowing should always be 
done with the purpose of building an organization up, not 
down. 

Sometimes the temptation to expand leads an executive 
to borrow unwisely. One concern is careful not to at- 
tempt any expansion unless it has ample surplus funds of 
its own to accomplish the new task. 

To sum up, it should be remembered that borrowing 
is not the first step to financing. An eastern manufac- 
turer who thought he needed to borrow discovered that 
by studying more thoroly his whole problem he was able 
to dispense with asking for loans which he thought ab- 
solutely necessary to his success. He found that only a 
small percentage of his capital was working. In other 
words, the factory lacked the proper arrangement to give 
continuity to the work. There was a lot of waste effort on 
the part of the employees. Production therefore was so 
slow that the working capital was really only about 50 
per cent efficient. After carefully analyzing his needs, 
this manufacturer rearranged his departments so that 
there was no rehandling of the product. It went straight 
thru until it came out as a finished article. Other econ- 
omies were effected which resulted in a far greater output 
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at practically the same cost. Workers no longer wasted 
time running from one location to another for materials, 
and so on. In this way, borrowing was reduced to infre- 
quent temporary occasions and the financial status of the 
organization was tremendously improved 

It must also be remembered that, except in extreme 
cases, it is never wise to borrow up to the limit. You 
should always leave a margin for emergencies. A fire, a 
strike, or a financial panic may very easily place a con- 
cern in a position where it must have more money, and 
this at a time when it is hardest to get the money. If, 
then, a suflScient margin has been provided so that it is 
possible to borrow these additional funds, you will be able 
to pull thru while your neighbor, who had borrowed up 
to the limit, must go to the wall. 

Don't Neolbct CoLLBCTioisrs 

Taking up the fourth point, it is important to watch 
collections. One of the complaints bankers so often re- 
ceive sounds something like this: 'Til have to borrow 
this month because my collections are slow ; they're good, 
but I just can't get them in.'" 

There are sometimes, of course, unusual general busi- 
ness developments that mean slack collections. But this 
is rare. Ordinarily there is no excuse for collections 
being poor. And when they are behind, what does bor- 
rowing mean ? It means that you are paying interest on 
funds unnecessarily and losing a legitimate share of 
your profits. You are losing interest money to accom- 
modate customers who should be paying you promptly. 
In other words, if you average $30,000 the year round in 
accounts receivable when money out at interest is bring- 
ing 6 per cent, you are losing $1,800 each year simply 
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because you have this money tied up where it does not 
earn interest. Borrowing can be reduced and interest 
money saved by speeding up collections. This is the only 
fair way to finance a business. 

"I attribute my success largely to my collection policy," 
explains a prosperous Iowa business man. ''I saw that 
some of my competitors had no definite method in this 
regard and made up my mind Td stay in business and run 
it right or get out. I informed my customers plainly that 
bills must be paid on time and that I did not care for any 
accounts that were constantly behind. As a result, I built 
up a select, profitable trade and I allowed no customer to 
get behind without personally following him up. The 
only accounts I lost in this way were the ones that were 
unprofitable anyway." 

The success of this concern is apparent in the growth it 
has made. This man's opinion is that the banks are prone 
to give too much credit — ^which leads an executive into the 
bypaths of careless financing, or rather of no financing 
at all. 

Too many concerns, the smaller businesses especially, 
are in the habit of regarding accounts receivable as some- 
thing in the nature of income, whereas they are actually 
working capital, with the necessary overhead added. If 
one habitually regards collections as representing out- 
standing capital which must be got in hand in order to 
permit the concern to carry on its own business, borrow- 
ing can in many cases be entirely avoided. The debtor 
has no right to tie up your capital, and if you view it in 
this light prompt collections will soon be regarded as a 
matter of right. 

This, then, epitomizes the fundamental financial rec- 
ommendations of the chapter — ^to reduce borrowing to a 
definitely profitable minimum. 
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SBLF-TEST QUESTIONS 

L DISCOUNTING BILLS. In what ways does this help the 
buyer? 

2. WITHOUT BORROWING. How would it be possible to in- 
crease the output of a factory? 

3. OUTSTANDING BILLS RECEIVABLE. How may these be 
handled to assist in financing a new extension to a factory? 

4. PAST PROFIT. What are the advantages and disadvantages 
of it as a sole source of business development? 

5. BORROWING TO THE LIMIT. Is this advisable in order to 
take on a new line which will pay a fair profit? 



CHAPTEB XV 

HELPS TO SUCCESSFUL PINANCING 

Sometimes men with little or no capital view a snooess- 
fnl business with the idea that all they lack to be able to 
finance a similar enterprise profitably is the money. ''If 
i only had the money, Td have a fine business of my 
own," one frequently hears men say. But after all, finan- 
cing a concern is often exceedingly difficult, even when 
you have the capital. Many factors go to make up the 
basis of everyday financing, as has been pointed out in 
previous chapters. Some of these points have been dis- 
cussed. Here, then, we shall take up some of the factors 
which help to make financing easier — ^hard jobs some- 
times, but worth while, because they mean widening the 
distance between failure and success, with the business 
indicator pointed in the direction of success. 

A middle-western man, with a big idea, put every cent 
he had into the proposition and worked night and day to 
make it a success. He got all the additional help of 
friends and relatives that he could and kept endeavoring 
to put the enterprise on its feet. But sales were slow — 
in fact discouraging. He had not yet gotten the public 
with him. Finally the funds became depleted, his friends 
and associates became discouraged, and one and all told 
him it was no use to try any further. 

This man, however, refused to give up. He insisted 
that success was just ahead. People laughed at him as a 
visionary dreamer and advised him to quit. But he hung 
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on, begging his creditors and his associates to bear with 
him for but a little while. Then sales began slowly to 
improve. The organization hung together and waited. 
Business, that had been gradually lined up in the months 
before, now began coming. Results of pioneer work 
began to flow in. The concern found it had plenty of 
cash to meet immediate expenses, and the enterprise was 
saved. This is not a fairy story. Today this concern is 
one of the largest of its kind in the country, and the man 
who believed in it is still its president. 

Would you call this man's determination and courage 
a phase of financing f Perhaps not. Yet courage and the 
tenacious refusal to accept defeat have a lot to do with 
financing a business. Men's thinking habits, as experi- 
ence shows, have much to do with permanent and success- 
ful financing. And there are other factors. Briefly, they 
may all be classified under: (1) personal; (2) man- 
agerial; and (3) customer. 

Pebsonal Factobs in Financing 

We have touched on the personal side in the instance 
cited above, but we can elaborate still further on this di- 
vision and perhaps suggest something belpful and profit- 
able not brought out in the other chapters. In addition 
to courage and tenacity, the habits of a m^tn sometimes 
influence his financial status. For instance, a number of 
successful men interviewed, insisted that it was their 
thrift far more than their money which put them ahead. 
One man says he was able to establish a line of credit at 
a bank simply because he had conducted himself in a care- 
fxd, conservative manner as an employee and the banker 
knew his habits. It was no trouble for him to borrow for 
a new business. 



FACTORS MAKING FINANCING EASIER 



m. Coongs. 

b. Temidtj of purpOM. 

c. Hatrita. 

d. Abilitr. 

n. HuiageriaL 

a. Uark'Op based on atlei price. 

b. Fisiniiig ezpeiuei n a percentage on aalet. 

c. RecogaTtion of depredated values of stock. 

d. Adequate system of records to show current 

status of business. 

e. Careful study of market fluctnatfons. 

f. Labor-saviOK deviccB and small economies. 
< f. Attractive arrangcroem of stock. 

n. Accurate knowledge of departmental costs and 

i Avoid installation of side lines widiont llioro 
investigatioa of profitableness. 

III. Methods of attracting customers. 

a. Service. 

b. Appealing to Hieir thrift .by aUowing tiiem ttie 

saving of service eliminated, 
c Avoiding offense to customer. 

d. Personal touch. 

e. Meeting competition. 
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A number of banks keep personal records of all their 
depositors and prospective borrowers. It is not enough 
that the line of credit of these customers be backed up by 
financial strength. They must be personally acceptable 
as well. The special cards tell important personal facts 
about each borrower — facts gathered and entered by em- 
ployees chosen for the purpose. If a depositor is known 
to drive his automobile recklessly^ his business is less at- 
tractive to the bank. If he is constantly getting into 
business disputes and troublesome litigation, he is looked 
upon by the bank as an uncertain quantity financially. 
His credit usually is watched much more closely. As 
pointed out in a previous chapter, a man who displays 
speculative tendencies is also regarded somewhat with 
suspicion. It is important to reiterate this fact, because 
it weighs strongly with a bank. A speculator finds it 
difficult to borrow on commercial bank credit. 

Habits, therefore, have a direct influence on financing 
a business. It follows that the man of conservative, care- 
ful habits, who is also a business builder, has the easiest 
access to legitimate financing helps. 

It is almost needless to point out here that, in addition 
to possessing these essential personal qualifications of 
courage, tenacity of purpose, and good habits, a man must 
be known to possess ability before he can command the 
fullest possible financial cooperation from others. 

Reference has been made previously to the familiar 
three ''C's'' of credit-' 'Character,'^ ''Capital," and 
"Capacity.'* Capacity is simply another name for abil- 
ity, but it implies something more than the special knowl- 
edge of technique and routine problems which enable the 
everyday conduct of a business, tho this is, of course, 
essential. Capacity has a broader implification ; it 
includes the knowledge and training necessary for 
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constmctive thonghty planning, and execution, the re- 
sourcefulness essential to solving new and untried prob- 
lems, in short, the ability to meet successfully any and all 
conditions. 

Many bankers would gladly lend thousands to a man 
of proven character and capacity but with small capital ; 
where they would begrudge lending a few hundred to one 
whose capital was adequate, but whose character and ca- 
pacity were unknown quantities. 

Ability, or capacity — call it what you will — ^then, is an 
important factor in making financing easier. It is a per- 
sonal factor which can be developed only thru hard work, 
constant study, and experience with men and affairs. 

Managbbial Factoes in Financing 

Taking up the managerial side of the financing prob- 
lem^ there are several points to consider in making head- 
way easier. For example, a definite and well-understood 
plan of mark-up on the cost of goods will simplify the 
question of financing. Investigation shows that fre- 
quently concerns sell goods below cost without realizing 
it. Much of this trouble comes from marking up stock on 
a wrong basis. In Chapter Xin we have seen what the 
correct method of mark-up is, and nothing more need be 
said here on that subject, except to emphasize its impor- 
tance as a factor in wise and safe financing. 

Similarly, figuring expense should be handled f rqm one 
definite basis, preferably from the sales basis. Taking 
net sales as the 100 per cent unit, it is a simple task to 
see how expenses are running. If any item is exceeding 
the fair percentage allotment given it, steps can be taken 
at once to remedy the difficulty. 

Marking down costs is another important point. Any 
stock which has depreciated in value for any reason 
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should be marked down to what it is worth, or a reserve 
for depreciation should be set up. To try to keep depre- 
ciated goods oji the.books at their original value results 
only in giving you and your banker a false and dangerous 
conception of your condition. Financing will be im- 
mensely simplified by watching points like this scrupu- 
lously. 

Another managerial factor for making financing easier 
is to have a system of records that show quickly the status 
of the business. Too many concerns still do too much 
guessing from month to month. Frequently a plan that 
is profit-losing in its results will continue for six months 
until reports and figures are taken off which show up the 
leak. Eecords should be simple enough to make it easy to 
obtain figures of the business each month. One merchant 
has found a blackboard record of sales to be a great help 
in this respect. Columns are provided to show the depart- 
ments, the date, the sales for the previous year, the esti- 
mated sales, and the actual sales covering a week's period. 
These figures the bookkeeper enters regularly, writing the 
figures in red whenever a slump or unfavorable condition 
is indicated. As this blackboard is over the merchant's 
desk, he can see at a glance, without going over many 
papers and records, just how his business is going and can 
study tendencies by referring to the chart whenever he 
has a moment's spare time. Little plans like this often 
help to make the financial problems easier to meet. 

Besides watching sales it is essential for an executive 
to watch his buying markets. He should detect price 
trends, and hold himself in readiness to take advantage 
of any favorable condition. Under present conditions of 
finance, with transactions being handled in terms of world 
business, it is all the more necessary to take sufficient time 
to study and analyze market conditions. 
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Fra. £•.— Blackbosrd Record of Sales 
(Descrlbftd on Pace 2TD.) 

A number of concerns have made their financing more 
simple by nsing labor-saving machinery and time-saving 
methods which cut costs. One executive saved $100 a year 
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by selling his old paper instead of having it carted away. 

Especially interesting as a financial factor is the ar- 
rangement of stock, particularly in a retail store. Men 
who have studied this carefully find that certain arrange- 
'•^ents of goods attract more customers than others. A 
furniture man has increased his business by arranging 
stock in an artistic, homelike manner, grouping it so as 
to. give the effect of an interior setting. Prior to the 
adoption of that plan the pieces had been set about 
O«nventionally and in rows. Similarly other economical 
and attractive arrangements have brought bigger selling 
results. Associated articles, like collars and ties, shoes 
and hose, displayed together, stimulate the sale of both. 

Eveiy concern consisting of several departments should 
also departmentalize the expense and profits. Often a 
department may be a money loser without the manager 
knowing it. This was illustrated by a druggist in an 
eastern city who thought he was losing money on his 
soda fountain. He threatened to take it out of the store. 
A friend suggested that he keep accurate tab on expenses 
and receipts for a month and see what the soda fountain 
actually did for him. The test showed that that depart- 
ment made a substantial profit. He did not remove the 
fountain. He enlarged its capacity. 

Another routine factor which helps in financing is to 
stick to familiar lines when buying and not to try too 
many new experiments. It is always well to be looking 
for something new, but it is also important to keep the 
proper balance on goods of known value. It is essential 
in this connection to watch carefully what goods sell best 
and be ready to serve the customer at all times with goods 
in most demand. The subject of keeping the stock mov- 
ing as an aid to financing is fully covered in the previous 
chapter. 
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Thb Customeb a Factob in Finakcino 

We now come to the third division of the chapter— the 
customer factor which, makes financing easier. First and 
foremost let us consider the importance of service to 
customers. Service sometimes seems like an expense, 
but many men have proved that instead of an expense it 
is a profit maker in the long run. Pages could be filled 
here of concerns which have capitalized in great measure 
the service they have rendered. For example, one man 
says if a customer makes any complaint or for any reason 
is not satisfied, he immediately offers to return the money 
paid for the article. This often results in a more friendly 
spirit than before and the customer in most instances 
buys something else or leaves the credit to be used later. 
Says he: "I never want a customer in the position of 
asking money back. We beat him to it, and offer to re- 
turn the purchase price. People are willing to pay for 
service and they should have it." 

Unquestionably the proper service brings in new and 
old customers alike. It helps place a concern on a solid, 
lasting foundation. Prompt deliveries, careful attention 
to all details of complaints, and a real desire to please 
the customer do much to make financing easier. 

Some concerns have strict rules against giving offense 
to customers, no matter what may arise. This considera- 
tion for "guests of the house" has helped greatly in build- 
ing more profitable business for many houses. Whatever 
stabilizes trade in this way cuts complaints and adjust- 
ments, and saves money. Thus it makes financing easier, 
to say nothing of the resultant increased volume of busi- 
ness. 

Putting the personal touch into business is a very im- 
portant item in cultivating and holding customers. There 
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are many methods of doing this, but a fair idea of one 
way is conveyed by the following incident : 

A very successful merchant in a town of 30,000 in- 
habitants was asked what was the best investment he 
had ever made. He answered : "A fifteen cent notebook 
I bought a few months after I started my business career 
in this town." 

He then related the following story : 

After several months of hard work, I found that I was not making 
any progress and that something must be done or I would ha^e to 
close the doors of my store. On account of dose attention to the de- 
tails of my business I had not made a very wide acquaintance. I 
decided that if I could know more of the people and impress them 
with the fact that I was interested in them, there would be a chance 
of winning some of their trade. 

I hit upon the plan of writing down the name of every prospective 
customer I met, and listing any item which might afford a point of 
personal contact. In conversation I would try to learn, in a tactful 
way, in what that person was most interested. Afterwards, I would 
make a note under that person's name such as: ''John Jones, hard- 
ware merchant; John junior in college, very good student.'' The 
next time I talked to Mr. Jones, I would say: ''Well, how is the boy 
getting along in college by this time? Still leading his classes I 
understand/' There would be a surprised look of pleasure come over 
the face of Mr. Jones, and before long I would notice that he had 
begun to give me a part of his trade at least. 

The same idea worked time and again, and whereas I had been the 
smallest dealer in this line in town, I was able to buy out both of my 
competitors before the end of ten years. 

How to meet competition also puzzles many a man who 
finds increasing problems of this sort to worry him. On 
this point two outstanding factors have a direct influence. 
One is association, co-operation, and investigation of 
unfair competition. The other is digging so hard into 
one's own problems that what others are doing is of no 
import. One of the most successful executives in the 
country says he never knows what his competitors are 



280 Financing a Bwmess 

up to because he is too busy making a profit himself. 
This does not mean that a man should not be alert to 
every new problem in his own field, but it means simply 
that he will allow no personal curiosity or jealousy' to 
becloud his own progress. It doesn't matter what the 
competition may be, the alert man will be on the lookout 
to meet it fairly. * 

Thus there are many things that can be made to serve 
as practical helps to financing if one will only realize what 
practical financing means. It is not hard, as has been 
indicated in this chapter, to make financing easier. It 
requires only wise forethought and sensible action to 
bring about the desired results. 

SELF-TEST QUESTIONS 

1. PERSONAL HABFTS. What effect do these have on one's 
ability to finance a business? 

2. GOODS IN STOCK. In an inventory, should they be valued at 
cost price or present value? 

3. COST RECORDS. Is it advisable to keep them for the different 
departments^ and why? 

4. "THE CUSTOMER IS ALWATS RIGHT.** Is this a good pol- 
icy to follow in most businesses? 

5. TO MEET COMPKITilON. What things can be done other 
than reducing prices? 



CHAPTER XVI 

MAKING FINANCES KB£P PACE WITH BUSINESS 

GROWTH 

It is unnecessary, of course, to repeat here that no 
business can stand still. It must either progress or go 
down hill. Yet many business men carry on their affairs 
in apparent disregard of this time-worn yet fateful axiom. 
Looking forward to expansion and visualizing sales only, 
they often f aU to plan ahead financially. Thus the busi- 
ness either sails pretty close to the dangerous rocks or 
at best it encounters a rough and precarious sea. 

This may well be illustrated in the case of the late Mr. 
George Westinghouse, who founded and established the 
well-known Westinghouse Electric and Manufacturing 
Company thru his genius as an inventor, organizer, and 
salesman. He was a brilliant success in business with 
the exception of financiQg. He seemed to lack the fore- 
sight of properly providing the money for the rapidly 
growing business. As a result of this lack of foresight 
in financing, he was finally compelled to relinquish the 
management of this big concern, which he l\ad so ably 
established. 

In the growth of any business, the two principal fac- 
tors to be considered are: first, visualizing the future 
trend of the business. Will there be an increasing de- 
mand for the product or service rendered! What about 
the supply of labor and raw material! and so on; second, 
determining how expansion is to affect the financial needs 
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of a business. This requires broad financial vision. The 
two elements are necessarily essential and complementary 
in every growing business. This chapter will have to do 
largely with the latter factor. 

Planning Ahead 

It is apparent, then, that planning ahead is necessary, 
as indicated in other chapters of this book. If funds are 
limited, this necessity is all the more apparent. A young 
business man ought, therefore, to develop and value cor- 
rectly the quality of vision that makes finances keep pace 
with business growth. Otherwise he may suffer many 
unnecessary setbacks. 

One manufacturer, whose sales grew out of all pro- 
portion to his financial resources, had several narrow 
escapes from failure. At one time in his highest selling 
season, he was without money for his payroll. He had 
not established a solid bank credit and he was behind 
with his suppliers. He had no plan. He was a manufac- 
turer but not a financier — a term used here in its broadest 
and best business sense. But this man had friends who 
knew of his integrity and of the demand for his product. 
He told them of his condition and obtained enough to tide 
himself over the crisis. Friends sometimes are valuable 
because they do not have to demand the security that a 
bank, using other people's money, must insist on. 

At another time he bridged a danger period by stand- 
ing his suppliers off. He finally saw the necessity of 
balancing the growth of the business with his resources 
and began planning ahead carefully. It meant tempo- 
rarily a slower expansion, but it was far more sure and 
satisfactory in the end. 

Just how, then, can one plan ahead effectively! It is 
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not the province of this book to go in detail into manage- 
ment problems, as 'such. /Each business, too— -manufac- 
turing, jobbing, and retailing — ^is in some particular dif- 
ferent from every other business. However, we can show 
here, out of the experience of other successful men inter- 
viewed for this purpose, how certain general methods and 
procedures tend to make future financing less hazardcrus. 

Avoiding Abkobmal Expansiok 

As pointed out in the incident related above, a great 
tendency of business men is to want to expand too fast. 
They see big markets ahead of them — and bigger sales 
and profits. Carried away by this chance to make money 
fast they frequently undertake a greater volume of sales 
or production than they can handle with their working 
capital. If not well intrenched with their bank for all 
the credit they n^ed, they may find more business at their 
doors than they can take car'e of. Then they find them- 
selves facing the alternatives of obtaining money some- 
where or of offending and losing a valuable list of custom- 
ers. Thus one sees the advisability of taking long looks 
into the future — sizing up the field, the markets, the 
probable demand for the commodity or merchandise, the 
cost of labor, the probability of factors arising which may 
affect the business, such as weather, legislation, competi- 
tion, and so on. Business today requires the big, broad- 
gauge4 type of mind that spreads out beyond the details 
of today into the progress of tomorrow. Given this 
vision, a min can then take up the other factors of financ- 
ing a growing business. 

The "Empire Builder," the late James J. Hill, had a 
vision of the wonderful possibilities of the extension thru 
the Northwest of a small railroad spur running out of 
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Minneapolis and St. Paul. The result of this dream was 
the building of the splendid Great Northern Bailway 
system^ which was a wonderful factor in the developlnent 
of ^ the Northwest. He also laid the foundation for build- 
ing many towns and cities along this system in this rich 
but undeveloped country, thereby helping to create a 
demand for the transportation facilities of the Great 
Northern all along the line, as well as connecting the East 
with the West. Such a broad vision was a potent factor 
in the necessary financing of this great project. 

Examples of the vision so necessary to succeed in busi- 
ness today are found in men like William Wrigley, Jr., 
Henry Ford, the late F. W. Woolworth, and others. They 
planned ahead and their financial success was inevitable. 

Leaving Pabt of the Pbofits in the Business 

A great mistake made by some men is to take all their 
profits out of their business. Especially is this true of a 
small concern in which the owners are the active o£Bcers 
and pay themselves liberal salaries. It frequently in- 
volves a keen momentary sacrifice to take a meager salary 
and to put the profits back into the business, yet this may 
be the only safe course. A lucrative business in the 
Northwest is an illustration of this. At first an effort Was 
made to force the growth — ^the company was recapitalized 
and a wide distribution of the product was sought. But 
competition was keen, overhead was heavy, and the com- 
pany faced bankruptcy. The chief stockholder then took 
up the broken ends of the business, mortgaged some 
property, and began in a small way to make the product. 
He went ahead slowly, did much of the work himself, and 
turned what little he made into building up the business, 
and now he is financially prosperous and successful. 
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It is the ''mushroom" growths in trade and commerce 
which get "written up" m the newspapers. These are 
exceptions. Most business houses have gained success 
slowly, and this usually is the safest way. 

A concern which has gained a foothold and has assumed 
larger financial proportions must be carefully protected. 
Here comes in the necessity of building up a surplus and 
otherwise protecting the enterprise against emergencies, 
as will be shown in Chapter XVIII. On the other hand, 
there are times in the progress of a concern, especially 
after it has become established, when it would be folly 
to put every penny back into the business. 

Each business differs from every other so that it would 
be presumption to mark out specifically the policy to 
pursue in maintaining the balance between money for the 
business and surplus for a rainy day. But some policy of 
this sort should be worked out. No haphazard day-to- 
day financing is dependable. 

Cultivate Good Will of Stockholdbbc 

The old saying "the wagging tongue of a satisfied cus- 
tomer is the concern's best asset" might well apply to 
shareholders and bondholders. It pays to cultivate the 
active good will of those financially interested in the 
business, and thereby to gain their confidence and in- 
terest. \ By following such a policy and by keeping them 
informed of the inside affairs of the business, it often 
makes it easier to float subsequent issues of stocks or 
bonds at an advantage without having to go on the market 
and sell them at a big discount. Incidentally, every stock- 
holder or bondholder would be a booster which would tend 
to increase the sales of the product. This is an advertis- 
ing feature which should not be overlooked. 
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Paying Dbbts Befobb Diyidbnds | 

Another point of importance is to insist on the payment 
of indebtedness before voting dividends. No concern 
should be paying dividends on present profits^ if old debts 
are allowed to continue to exist. In other words, a busi- 
ness^ is not entitled to dividends unless its other obliga- 
tions have been met promptly. Watch the *l3ills payable." 
No stockholder shoxdd ask or receive dividends, no matter 
how good a "showing" it is desired to make, until this 
important point has been taken care of in the right, 
businesslike way. "High finance," unbound growth, and 
premature dividends mean failure in the end. 

Advertising Accobding to the Limits 

OP the Business 

In this connection careful consideration should be given 
to the advertising plan. It should be matched with the 
productive capacity and the probable buying power of 
the field. Advertising is a tremendous factor in building 
up a business, but like any other good thing, it must be 
used wisely. Experience shows that some firms have 
advertised when they were not ready to advertise— with 
failure or near failure as a result. Advertising is just 
as great a factor in financing as is borrowing, and inves- 
tigation indicates that it should be supervised just ae 
carefully. 

Pbopeb Location and Leases 

In considering growth, location and leases also may 
prove vital factors in financing. We have seen that loca- 
tion is particularly ipoiportant in the case of retail stores 
and of some other lines appealing directly to the public* 
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In f act, it may be equally important, from the standpoint 
of labor and of other considerations, for a factory to use 
discretion in picking out a site. This subject is receiving 
special consideration everywhere under present shifting 
and advancing trade conditions. No concern, therefore, 
can afford to overlook the wisdom of studying the subject 
of location. Is it convenient for workers, for customers, 
for transportation, for supplies, and so on ? The financial 
success of a concern may depend on this one point. In- 
stances have come to light showing that a poor location 
frequently has ruined an otherwise promising business. 
Attention has also been called to the important part that 
leaseholds play in relation to probable business growth. 
This indicates that a provisional clause stipulating for 
renewal at a definite figure should be insisted on in a 
lease. Then if desirable the business can be continued 
profitably at the original location. 

A Grasp of the Labob Problem 

In order to make finances keep pace with growth a 
clear grasp is also needed of the labor problem in all of 
its ramifications — salary and wage rates, possible changes 
and demands of all sorts. Guarding against strikes, pro- 
viding for raises, and many other points have to be con- 
sidered in the light of possible future developments and 
growth. Labor troubles have caused financial ruin to 
many concerns. It is essential to have a clear-cut idea 
of how to maintain the continuous co-operation of work- 
ers. 

A Budget Plan 

We have seen that in order to assist them in planning 
ahead in financing some firms use a budget plan. This 
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helps to maintain a balance between available money or 
working capital and the requirements of the business. 

For instance, one company in the Middle West has a 
surplus of money for three months every fall. It there- 
fore buys ninety-day commercial paper, receiving a fair 
rate of interest, and cashes in on it in time for late fall 
needs. Thru the use of a budget these opportunities 
become more quickly apparent. In some instances, where 
fluctuations are great, the budget might not be practi- 
cable. On the other hand, it acts as a sort of chart, even 
tha incomplete in some ways. A budget really amounts 
to charting the business financially. 

The use of charts showing statistics by months, quar- 
ters, or years, is a splendid guide for some businesses, 
especially those enjoying a steady growth. By taking the 
volume of sales for a term of periods or years, it is easy 
to determine the rate of increase shown, and for the 
purposes of the budget it is fair to assume that an aver- 
age rate so found will be maintained in the future, barring 
unforeseen commercial and industrial complications. By 
charting the expenses in the same way and by putting 
them on a percentage basis of the sales for the respective 
periods, it is then easier to apportion the proper amounts 
to the various expenses in the making of the l&udget. 

The free use of graphs showing the comparative 
records of the various phases of the business, such as 
sales, receipts and disbursements, department quotas and 
records, cash balances, sales details by districts or trade 
classes, reserves and depreciation, and so on, is an excel- 
lent practice. Such methods show in a quick and com- 
prehensive way the demands of business growth and the 
trend of business conditions, whether up or down, which 
is a valuable aid in budget making. The graphs save the 
manager's time by presenting a picture of the facts. 



290 Financing a Business 

Many firms from habit and experience have well in 
mind the month-to-month financial needs, yet they have 
no concrete budget plan. It is surprising how few actually 
have definite budget figures. / 

One man says : "Our business is prosperous and we 
have, generous lines of credit at our banks. Our sales 
fluctuate unexpectedly according to weather conditions 
and other causes. A budget, therefore, would hardly 
help us. When we need additional money temporarily, 
our banks supply it/' 

Another concern follows a budget made up from month 
to month, based on crop conditions, trade prospects, and 
so on. The heads of the concern simply figure out on 
scratch paper what money they will need to borrow, and 
how far to carry production, and issue instructions ac- 
cordingly. A budget of this sort, no matter how abbre- 
viated, should, of course, thoroly cover both probable 
income and probable expenditure. This often can be 
based on records of preceding years, with additions to 
cover a natural or expected growth. 

Under income you would include all receipts from 
sales, rentals, or other similar sources; income from 
savings, investments, or any other sort of revenue. Your 
probable out-go would be cost of materials or stock, man- 
ufacturing costs, if any, general selling and overhead 
expense, interest, and any miscellaneous or expected ex- ' 
pense, such as improvements, repairs, and so on. Such 
a budget, carefully worked out according to terms of 
credit and other factors, is of invaluable assistance in 
keeping the proper financial balance in the business. 

Finally, no business is intended to be for today. It is 
established to fill a permanent niche in commerce or in- 
dustry. It is, therefore, necessary to plan for the future 
and so to map out its progress that its finances will keep 
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pace with its growth. To accomplish this, the ideas pre- 
sented in this chapter should serve to point the way. 



SBLF-TBST QUESTIONS 

s 

1. CAPITAL NEEDS. Is it snffici^t to have just enough in start- 
ing a business, and why? 

2. INCREASING THE BUSINESS. How does the rapidity with 
which a business increases affect the amount of capital required? 

3. STARTING A NEW BUSINESS. Would you put some of the 
profits back into the business^ and why? 

4. LOCATING A NEW FACTORY. What are the most important 
factors to consider in such a procedure? 

5. FirhjRE MONET BBQUIREMENTS. How may they best 
be determined? 



y 



CHAPTER XVn 

PINANCINQ EXPORTS AND IMPORTS 

Within two years a mannf acturer of stationery in the 
central western part of the United States built up an 
export business from an original order of less than $5,000 
to an annual volume exceeding $150,000. All of this 
export business was confined to the Scandinavian Penin- 
sula. When the manufacturer found that this particular 
field offered promises of attractive profits, he concen- 
trated on it He did not scatter his energy in other over- 
seas markets. 

''I expect to reach out for more business in foreign 
countries/' he says, '1)ut I will not imdertake further 
development until I have made a thoro analysis of the 
prospective territory by sending out personal represen- 
tatives, interviewing the banks and making extensive mail 
inquiry. All of this will provide information that should 
act as a dependable guide in developing future foreign 
sales territory." 

FoBExoN Trade Simuab to Domestic 

Now, the plan of this manufacturer is simplicity itself 
and is not fundamentally different from a course that he 
would pursue in opening up a new market right here at 
home. Indeed, the business practices that prevail in 
domestic trade are much the same as those in foreign 
trade. The business man who begins to think in terms 
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of overseas commerce must recognize this point at the 
outset. He may be tempted to conjure up a lot of compli- 
cations in handUng business with foreigners, when, as a 
matter of fact, he can usually develop a satisfactory 
volume of export business by following out plans similar 
to those that have been successful in his own community. 

True, there are certain differences in handling foreign 
and domestic trade, but they are not of a character to 
puzzle the enterprising American business man. In a 
preceding chapter, for example, we show how the accept- 
ance form of credit could be advantageously used in 
exporting and importing, and we found that it was just 
as simple as the domestic trade acceptance. 

Let us consider now some of the incidental problems 
that confront the American business man who is planning 
to sell his goods abroad or who is buying merchandise in 
foreign lands. 

Pbopeb Information and Qu/Otations 

After you have made a thoro study of the Spanish 
market, for example, and you decide to enter that terri- 
tory, the logical starting point ia to determine "How much 
doies the prospective customer know t" Has he purchased 
goods like yours from a competitor and is he familiar 
with the way business is handled by the Americans t And, 
finally, how should quotations be madet If the foreign 
buyer indicates that he is not wholly familiar with your 
goods and your methods, make sure that you give him in 
a direct and simple form, complete information as to 
what you propose to furnish, at what price, where de- 
livered, and all other details. It is only in this way that 
your foreign market can be developed and a new outlet 
created for your goods. Sometimes the American is 
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disposed to make quotations that are most convenient for 
himself rather than for the buyer, and when he does this 
his chances for securing business are lessened by just 
that much. At the same time the seller must protect him- 
self against greater expense than is necessary to secure 
the business. 

This problem of making the quotation correctly is all- 
important to the seller because what he receives for his 
merchandise above the cost determines the profit. On 
the other hand the buyer is equally anxious to know the 
cost to him, in order that he may determine if he can sell 
at a profit. 

F. 0. B., C. I. F., AND F. A. S. Quotations 

For these reasons, the seller is interested in an F. 0. B. 
quotation, and the buyer in a C. L F. quotation — C. I. F. 
meaning cost, insurance, and freight. 

The seller, however, is just as much interested as the 
buyer in keeping down the price, in order, first, to help 
the prospective customer conclude that he can sell the 
goods at a profit, and second, to prevent the order from 
being placed with a competitor, 

And in order to make a C. I. F. quotation the seller 
must know just what his total outlay will be as compared 
with furnishing the goods for domestic consumption (for 
instance, F. 0. B. cars his city), to which he must add the 
difference in the cost of packing for export as well as the 
freight and insurance to destination. 

Thus, while it is seldom possible for a seller to have an 
F. 0. B. quotation accepted at his selling point, it is never- 
theless always the basis on whiph a C. I. F. quotation is 
figured. 

These quotations (F. 0. B. and C. I. F.) are stated 



How to Figure Quotations 
1 on Goods for Export 

When quoting a price to a foreign buyer, tell 
him just how far you will carry the goods for that 
price. See pages 294-29S for explanation. 

F. O. B.— Free On Board. F. A. S.=Free Along- 
side Steamer. C. I. F.=Cost, Insurance and 
Freight. 




I. 88.— How to Figure QnotntioRs on Goods for Export 
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here in their basic form and are the principal quotations 
governing export selling. 

F. O. B. quotations are frequently fixed for a point 
other than the selling point, such as F. O. B. New Orleans, 
when that is not the original point of selling but is per- 
haps the port of shipment Such a quotation, therefore, 
includes the expense of getting the goods from the point 
of origin to the outbound vedsel at New Orleans. 

And when the quotation is F. A. S. (free alongside) 
there is the further addition to the seller's expenses of 
transporting the goods from the railroad terminal to the 
steamer. Except in the case of large quantities or heav^ 
pieces or in large bulk, this is not a good quotation from 
the seller's standpoint, as the cost of transfer on a small 
shipment is likely to be disproportionately high. 

Various Quotations Compabsb 

To make these quotations more clear, let us consider 
that you are a manufacturer at Bristol, Pa., and that I 
am a buyer at Mercedes, a city just west of Buenos Aires, 
in the Argentine. I ask you for your prices. You may 
quote me F. 0. B. cars Bristol. In this case, you simply 
pack the goods and deliver them to the railroad company, 
and I pay all the other charges and assume all the risks. 

Or you may quote me F. O. B. cars Philadelphia. In 
this case you pay the freight to Philadelphia and assume 
the risk of getting the goods there. I must pay for the 
cost of getting the goods from the railroad to the boat 
and on board her. 

If you quote F. 0. B. cars on dock, or F. 0. B. cars on 
barge alongside, you pay the expense of getting the cars 
switched to the dock or of having the goods delivered on 
barges alongside. I still have to pay the expense of get- 
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ting the gooda on board if it is necessary to have any 
special equipment for this purpose. 

A very similar quotation is P\ A. S. Philadelphia. This 
requires you to bring the goods alongside eithfer by plac- 
ing them on the dock or on a barge or lighter alongside. 
The initials stand simply for ''Free Alongside/' ^ 

So far you have not assumed any risk on the ocean. 
But you may quote C. L F. Buenos Aires. This means 
that the quoted price includes costs (that is the net price 
to you of the goods), insurance, and freight to Buenos 
Aires, but that you do not assume the risk of shipment or 
agree to deliver the goods there. For instance, in an 
F. 0. B. quotation you agree to deliver the goods at a 
certain point and if they are accidentally destroyed be- 
fore they reach that point you must replace them. If| 
however, the quotation is merely C. I. F. that point, you 
have not agreed to deliver them there but merely to send 
them to that point and to pay the insurance and freight. 
In case of loss, you do not have to replace and my rights 
are against the insurance company only, unless the car- 
rier is also liable. 

There is still the quotation F. 0. B. dock at Buenos 
Aires. If you make this quotation you assume all ris]j^ 
of getting the goods laid down on the dock at their desti- 
nation. 

In addition to these quotations others are sometimes 
used, as C. A. F. or C. & F. (cash and freight), which is 
the same as C. I. F. eicept that the buyer pays for the 
insurance. If the term 0. I. F. & E. (cash, insurance, 
freight, and exchange) is used, the seller pays the ex- 
change as well. In dealing with the Far East the term 
C. I. F. C. I. (cash, insurance, freight, collection charges, 
interest) is often used. Here the seller pays interest and 
collection charges as well. 
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Impobtance of Definite Quotatioks 

The importance of being specific in making quotations 
is therefore apparent. F. O. B. quotations are often 
made without the seller specifying where he will place 
the goods F. 0. B. and many disputes have arisen from 
this loose way of quoting. 

It is seldom sufficient merely to quote F. 0. B. at the 
port of export, as F. 0. B. New York. The purchaseif 
usually takes this to mean F. 0. B. out-bound vessel, 
while often the shipper means simply delivery at the rail- 
road terminal at that port. 

Then when the buyer is charged for additional trans- 
portatipn, a brisk correspondence develops, one party or 
the other has his profits reduced by expenses on which he 
had not figured, and mutual dissatisfaction results. And 
the difficulty of settling differences of opinion increases 
with distance. When you are dealing with a buyer in a 
far-off country you are limited to your ability to argue 
thru correspondence, and, what is more, you must re- 
member that it may take three months ^or your letter to 
reach your customer. 

Do not quote F. 0. B. St. Paul, but either F. 0. B. 
works, or F. 0. B. cars in St. Paul ; do not quote F. 0. B. 
Boston, but say whether you mean F. 0. B. cars at rail- 
road freight stations, F. 0. B. cars on docks, or F. 0. B. 
steamer. You cannot make it too definite. 

The same applies to C. I. It. quotations. In the case of 
seaports, do not quote simply C. I. F. the port of export, 
but C. I. F. Liverpool, or C. I. F. Bordeaux, etc., that is, 
C. I. F. the port of destination. And with inland cities, 
quote C. I. F. railroad station or warehouse, according to 
where you are actually offering to deliver the goods at 
the price quoted. 
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FiNAiTciNG Foreign Shipmsnts 

Next in importance to a clear analysis of the foreign 
sales territory and rigid exactitude in making quotations, 
we have the question of financing foreign shipments. As 
already stated, the financial end of a foreign transaction 
does not differ greatly from that of a domestic deal, ex- 
cept that usually the bank or a shipping merchant located 
at a seaport acts as an intermediary in financing the 
shipment between the time it leaves the factory or ware- 
house and its arrival at the foreign destination agreed 
upon in the terms of sale. 

This is done by means of discounting the seller's draft 
against shipping documents, taken for a period agreed 
upon in the terms of sale. 

The draft may be payable at sight, which, of course, 
means that it is to be paid immediately upon presentation 
to the buyer. Or it may be payable 30, 60, 90 days, etc., 
after presentation, or more rarely, after the date on 
which it is drawn. In that case the drawee signs an ac- 
ceptance of the draft (Chapter XI) when it is presented to 
him thru the bank, and makes payment upon the due 
date by depositing funds equal to the amount of the draft, 
which funds are then available to the seller. 

The fee charged by the bank or shipping merchant 
varies according to the price of the money of the foreign 
country, i. e., "exchange," at the time the draft is drawn, 
the terms of drafts, and the time for which the money 
must be advanced. 

The American who is selling abroad frequently re- 
quires payment before Ithe merchandise is shipped, and 
it may happen also that the buyer is unwilling to part 
with his money until the goods are delivered. There are, 
of course, nmnerous ways of overcoming this difficulty. 
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The methods that have been adopted generally to meet 
these conditions will now be taken np in their order. 

Cash with Order 

Firsty we have the system of cash with the order. The 
foreign importer may remit with his order a draft on 
New York. This method places the burden entirely on 
the customer and is employed chiefly in small transac- 
tions or where a special condition justifies its use. 

Cash on Delivery 

Next is the plan of cash on delivery. The purchaser 
may send funds directly to an American bank with in- 
structions to pay the manufacturer upon delivery of cer- 
tain documents^ such as the export license, declaration, 
bills of lading, invoice, merchandise, and so on. 

The Confirmed Order 

There is also the confirmed order. A current practice 
is for the importer to make financial arrangements with 
an American house, or with a local establishment rep- 
resented in the United States, whereby this correspondent 
confirms his orders and accepts drafts covering his pur- 
chases. Under this arrangement the American manufac- 
turer need concern himself only with the credit of the 
house so designated. 

ft 

Letters of Credit 

Another way in which the seller may get his money at 
once while the buyer does not pay till he gets the goods 
is by use of the commercial letter of credit. 

Let us suppose that Gaston et Cie of Paris wishes to 
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buy of Johnson & Co. of New York. Gaston et Cie will 
make arrangements with its Paris bank by which that 
bank will have its New York correspondent issue a letter 
of credit to Gaston et Cie stating that it will pay drafts 
drawn on that buyer by Johnson & Co. The New York 



FIFTH NATIONAL BANK 

Boston* June 6» 1920. 

Expiring Dec 31. 1920. 
Export Credit No. 1262. 

Hamilton Tractor Co., 
Providence, R. I. 

Gentlemen: 

We are informed that you will draw upon ui for account 

of Uruguay Tractor Company. — at.......... — .sight 

to the extent of FIVE THOUSAND AND 00/100 DOL- 

LARS ($5,000.00)^. covering ten (10) tractors 

to be shipped to Uruguay. 

Documents (complete sets unless otherwise stated) com- 
prising: 

Steamer 

Bills^ of Lading issued to order of consignee 

Invoices 

Insurance Policies covering marine and war risk, to be de- 
livered to us against payment 

Insurance as above. 

This letter is for your guidance in preparing dotuments, 
and conveys no engagement on the part of this Bank» as 
we have no instructions to confirm the Credit. 

Bills of Lading issued by Forwarding Agents will not 
be accepted unless specifically authorized over the author- 
ized signatures of this Bank. 

Drawings must clearly specify the number of diis Credit. 

Yours very truly, 

PRO FORMA, 

Vice President 



Fxo. S9. — ^An Unconfirmed Export Credit 

From a Boston bank to an export house, notifying: it that drafts up to 
the amount named will be honored under certain conditions. 
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New York, January 8, 1919. 
Expiring Jnne 20» 1919. 

Irrevocable Export Credit No. 630. 

Hamilton Tractor Company,. 
Providence, R. I. 

Grentlemen: 

You are hereby authorised to draw upon us at... 

sight... for account of Uruguay Tractor Company 

to die extent of FOUR THOUSAND AND 00/100 DOL- 
LARS ($4,000.00) ..covering nine (9) 

tractors to be shipped to Uruguay. 

Documents (complete sets unless otherwise stated) com- 
prising: 

Steamer 

Bills of Lkding issued to order of consignee 

Invoices 

Insurance policies covering marine and war risk to be deliv- 
ered to us against payment 

Insurance as above. 

Bills of Lading issued by Forwarding Agents will not 
be accepted unless specifically authorized therein, and any 
modifications of the terms of the credit must be in writing 
over the authorized signatures of this Bank. 

Drawings must clearly specify the number of this Credit. 

Yours very truly, 

I^RO FORMA, 

\nce President. 



Fig. 60. — Confirmed Expoi^ Credit 

Established at a New York bank for a South American importer by his 
bank, to cover the purchase of a specified number of tractors. 



bank will send this in duplicate to Qftston et Cie, which 
will send the two to Johnson & Co. by different mails. 
Johnson & Co. will then draw on Gaston et Cie, and pre- 
sent the draft to the bank issuing the letter. The bank 
will pay the draft which will be sent to the Paris bank 
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for payment. This bank will then reimburse itself by 
seonring payment from Qaston et Cie. 

Letters of credit may either be specific, for payment 
of a certain draft or draf ts, or they may be blanket, cov^ 
ering any number of drafts, provided the total amount 
outstanding does not exceed a certadn sum. 

These letters of credit usually go into detail both as to 
the conditions of the draft, as to just how it shall be 
drawn, and also as to what papers shall accompany it. 
These conditions must of course be complied with. 

Sales on Open Account 

Again, there are sales on open account. The exporter 
may permit the buyer to carry a running account under 
an agreement that payments will be made at specified 
periods. Here the shipper assumes the risk. 

When a sale is made, it is important to determine to 
whose order the documents should be drawn. This ap- 
plies especially to bills of lading, warehouse and other 
receipts, and to the insurance certificates. Shipping pa- 
pers are usually drawn ^Ho order,'' because of the flexi- 
bility of negotiation thus obtained. The indorsement of 
the shipper should be made in blank and not to the bank 
accepting the papers. By agreement between the parties, 
however, bills of lading are sometimes issued directly to 
the consignee. By this method the buyer makes certain 
that the goods cannot be diverted without his consent. 
The laws of the importer's country must also be consulted, 
as several countries require the bills of lading to be 
drawn in certain ways. 

The bulk of foreign trade is handled with nego- 
tiable documents, because the use of such instruments 
insures adequate protection for the banks financing the 



EXPORT TRUST RECEIPT 



Botton, Janiwry 2, 1919. 

Received in Trust from the Fifth National Bank» Boston, 

acting as agent for Bank of South Africa 

.the merchandise specified in the Bill of Lading. 

Issued by S. L. ft M. 

Dated Dec. 14, 1918. Car number P. N. 29746. 

Routed St L. ft M. and 



Covering twenty (20) cases of ivory and in consideration 
thereof the undersigned hereby agrees to hold the said mer- 
chandise as the property of said Bank, subject at all times 
to its order, for the purpose of being sold or otherwise dis- 
posed of, as the said Bank may direct; and further agrees 
that when and so soon as any or all of the said merchandise 
is sold to pay over the proceeds thereof to the said Bank. 

The said Bank may, at any time, at its option, cancel 
this trust and take possession of said merchandise, or of the 
proceeds of such of the same as may then have been sold, 
wherever the said merchandise or proceeds may then be 
found; the undersigned further agreemg to return the docu- 
ments or merchandise forthwith to said Bank upon request. 

The undersigned expressly accepts this trust subject to 
the following conditions, in addition to those hereinbefore 
or hereinafter specified, and agrees to fulfill them im- 
plicitly. 

It is further understood and agreed that any failure on 
the part of the undersigned to fully carry out any of the 

Srovisions or conditions of this trust, even if known to said 
ank, shall not be deemed a waiver of performance of any 
such provision or condition or otherwise by said Bank or a 
waiver, of any of its rights or remedies hereunder, and any 
waiver in order to operate as such' must be in writing and 
alib indorsed hereon and properly signed by said Bank. 

(Signed) PRO FORMA. 

Amooat of Draft $10|62ai5. 

Date January 2, 1919. Letter of advice Ko. 759/300. 



Fxe. 61.— Export Tmst Reedpt 
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transactions and simplifies the conduct of the business. 
Certain formalities connected with drawing and indorsing 
documents may a^jpear to be nonessential to the American 
manufacturer, but when he ships to a foreign market his 
papers pass thru many hands and a slight omission might 
cause the shipment to be held up to await correction of 
the error. 

When the seller's bank at the American seaboard is 
instructed to a^ccept or pay a draft against a railroad 
bill of lading or a warehouse receipt, it must relinquish 
possession of it for sufficient time to allow the document 
to be exchanged for an ocean bill of lading. The bank 
engages the services of a forwarding agent for this pur- 
pose, or, in certain cases, may accept from the exporter a 
trust receipt which grants the powers necessary to the 
protection of its interests during the interval. 

An export credit may be opened in a foreign currency 
instead of in dollars. In actual practice this is usually 
in pounds sterling. The American bank makes paymenj; 
at its prevailing rate for time or sight bills according to 
the terms set forth and forwards the relative documents 
to its foreign correspondent. The importer pays at the 
foreign bank's selling rate on London, the variations in 
this rate depending on how the cover is to be provided in 
that dty, for example, by cable, or by mail transfer. 

Drafts 

Where, however, the purchaser does not want to pay 
out any money before he receives the goods, a foreign 
trade acceptance may be used, as in domestic conunerce, 
by the seller drawing on the purchaser or by the buyer 
sending th6 draft to him (provided he has no agent in 
the tTnited States to accept for him), and having him 
accept and return it. 
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If either the buyer or seller is well known, the shipper 
may draw on the buyer and sell the draft, either to a 
bank dealing in foreign exchange, or to a broker. If, 
however, the drawer and drawee are not so well known, 
the drawer may give the draft to a bank to send on for 
collection. In this case, the shipper does not receive any 
money until the draft is paid and the money is forwarded 
to his bank. 

Clean and Documentary Drafts 

A "clean" draft is one that is unaccompanied by any 
other instrument. In the ordinary course of business it 
may be one made in accordance with previous agreement, 
to be paid on a certain number of days after the shipment 
has been forwarded. In other instances it may be used 
by the shipper as a means to hurry the payment of an 
account which has run beyond maturity. 

A '''documentary'' draft is one to which are attached 
the documents of title, the insurance certificate, and such 
others of the papers connected with an export credit as 
are required for clearance from the port of departure 
and entry abroad. 

Instructions with Drafts 

When a draft is marked with the letters D/A, it signi- 
fies that the documents are to be delivered to the drawee 
upon acceptance ; in the case of a D/P draft, the papers 
are to be withheld until payment is made. As already 
stated in the case of foreign houses of high standing, 
documents are usually deliverable against acceptance. It 
should be indicated plainly on each draft which method 
is intended, so that the foreign bank may be in possession 
of definite instructions when presenting the instrument. 




Sent 



Pio. 62.— Time Draft. Orlcinal and Dupliate. 
on different dates so that loss of one will not delay transaction. 
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When an exporter prepares his draft and other docu- 
ments he usually sends them for collection directly to a^ 
bank at the point where his customer is located or delivers 
them to his own bank or to one in a central city for for- 
warding abroad for the same purpose. In none of these 
ways does he realize cash for his goods until the return 
from the foreign bank of the advice of payment. Since 
only a few of the largest exporters can do a profitable 
business on this basis, such collections are few as com- 
pared with negotiated drafts covering export shipments. 

When a draft is forwarded for collection, the seller 
should be careful to give explicit instructions so that per- 
sons handling the documents may know what action to 
take in any contingency that may occur. It is necessary, 
therefore : 

(1) to indicate whether the draft is drawn D/A or D/P 

(2) to state whether, if the former, the item should be held for 
collection at maturity or returned 

(3) to name the rate of discount to be allowed for payment before 
maturity 

(4) to designate a person to be notified in case of non-acceptance, 
non-payment, or other contingencies 

(5) to specify what action should be taken upon non-acceptance or 
non-payment, for example, whether protest is desired, and 
whether or not, in that event, the documents should be turned 
over to an agent of the manufacturer 

(6) to arrange for notification by cable when delay would cause 
serious loss. These directions are highly important, especially 
in case of perishable goods. 

Sometimes such instructions are incorporated on stubs 
or slips, which are easily detached from the drafts. This 
practice is subject, however, to inconveniences, because 
no record of the directions is left with the banks con- 
nected with the earlier stages in handling the documents. 
This may be obviated by embodying the instructions in a 
letter of advice accompanying the draft. Protest should 
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be requested in every case, as it makes non-payment or 
non-acceptance much easier to prove. 

Very often the drawee of a time draft will want to pay 
it before it is due. For this reason not only should the 
rate of interest be known but also the rate of discount 
the drawee is to receive by paying before maturity. 

HOW BANKS HANDLE THE DRAFTS 

Usually the exporter takes his draft with a complete 
set of documents to a bank and negotiates them for cash. 
Here, again, the shipper indorses the draft and other 
papers in blank, and the bank forwards them to its cor- 
respondent in the place where the foreign importer is 
situated, or, if it has no such correspondent, to a bank' 
that has one. As a rule American banks do not like to 
discount bills running over three months' sight. In case 
of goods sold on longer terms, the drafts may be sent 
forward for acceptance and return. The shipper then 
may hold them ipv negotiation three or four months be- 
fore they finally mature. 

Bight here it is worth calling attention to the difference 
between negotiating a draft and handling it in some of 
the other ways already described. When a foreign im- 
porter places cash or credit at the disposal of an Ameri- 
can bank and the latter, complying with the instructions 
it receives, pays against documents delivered by the ex- 
porter, the transaction is not a purchase on the part, of 
the bank referred to. Prior to the transfer the funds 
belonged to the importer. Similarly, in handling a draft 
for collection, the American bank makes no payment to 
the Exporter until advised that the sum involved has been 
realized in the buyer's market. When a bank in the 
United States negotiates a foreign draft, it loans its own 



Exports and Imports 311 

money to the shipper on the security of the latter 's in- 
dorsement and of the value of the goods, title to which it 
holds in the shipping documents. The bank relies upon 
its own judgment in determining the sufficiency of the 
papers, and forwards them w^th the necessary instruc- 
tions to its correspondent abroad for collection. 

The question of who ' is to pay the interest charges is 
one that always should be settled between the buyer and 
seller before the order is executed. One must consider 
the number of days necessary for mail to reach the buyer, 
and to return, and, in case of a time draft, the period the 
item has to run. It is customary to instruct a foreign 
bank to collect interest at a designated rate. When this 
is done, the request usually appears on the face of the 
draft in a simple form. 

LOCAL CUSTOMS 

A careful study must be made of the different methods 
of making payments and of the customary methods in 
use in the different countries. Thus many houses lose 
considerable Australian trade by demanding cash, where- 
as the Australian buyer prefers a draft in which is in- 
serted a clause stating that he will pay interest, exchange, 
and English and colonial revenue stamps. As a draft 
drawn in such a way can be discounted for the amount of 
its face, it is really the equivalent of a cash payment. 

It is also important to know the local customs regard- 
ing long-time as against short-time payments. Many 
American firms do not pay sufficient attention to this fac- 
tor. Thus dealers in Central America usually require 
long-time credit. This is because in many cases they have 
to pay high rates of interest if they borrow at home 
to make cash payments and also because the country 
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depends largely on the returns from two or three crops in 
making its payments. 

Here, then, we have a concise description of the 
methods usually employed by the American business man 
who is selling his goods abroad. And, in general, the 
means used to finance import shipments are similar. 

FOBBIOK EXCHAKOB 

We have still to see how the value of the money and 
credits of one country and its citizens is determined, in 
terms of the money of another country. This is based 
primarily upon^ three points: (1) the relative value of 
the metal in the coins, (2) the law of supply and demand, 
and (3) the faith of the people of other nations that a 
certain nation will redeem its credits, including those 
represented by paper money. 

Relative Value of Coins as BuUion 

Regarding the first point, almost all countries except 
some in America and a few in Asia are on a gold basis ; 
that is to say, the coin which represents the standard 
monetary unit contains a certain amount of gold of a 
definite fineness. Thus the gold dollar contains so many 
grains of gold mixed with a certain slight amount of sil- 
ver and copper. The silver and copper are put in simply 
to make the coins more durable. 

The value of the dollar, in terms of, say francs, de- 
pends on the amount of gold it contains compared with 
that in a f rana Thus, if the dollar contained five times 
as much gold as a franc, the dollar would be worth five 
francs. These figures are assumed and not accurate, as 
there is more than five times as much gold in a dollar 
as there is in a franc, and both the gold dollar and the 
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gold franc are ideal coins, that is they are not minted^ 
but are standards by which the metal content of the gold 
coins is set. 

This ratio of the gold in one coin to the gold in another 
is called the "par point." Thiis if one dollar contains 
five times as much gold as one franc, the par point of the 
franc, in terms of dollars, is twenty cents, while the par 
point of the dollar in terms of francs is five francs. It is 
this "par point" which, in the absence of temporarily 
stronger grounds, ordinarily limits the rate of exchange. 

Besides the countries having a gold standard, there are 
countries having a silver standard. Here the standard 
monetary unit, instead of being gold of a certain weight 
and fineness, is silver of a certain weight and fijieness. 
For this reason there is no definite ratio of value between 
the coins of a gold-standard and of a silver-standard 
country, but the coins fluctuate in value in the same man- 
ner as silver fluctuates in price where gold is taken as a 
standard. 

We have said that the par point limits the rate of ex- 
change in ordinary times. Let us see how this is brought 
about. 

Lanv of Supply tmd Demand 

Exchange rates are usually quoted on cable transac- 
tions, sight drafts, and time drafts. Their price varies 
from par according to the law of the supply and demand 
which, in turn, is caused by the balance of trade. If, in 
the case of dollars and francs, there is a great demand 
for francs and they are selling above par, say four and 
nine-tenths francs for one dollar, francs are said to be at 
a premium. If francs sell below par, they are said to be 
at a discount. 
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Let us suppose that we are in the latter part of the 
fall, and that a large amount of grain is being shipped to 
France while there is no increase in our imports from 
France. Here, then, the balance of trade is in favor of 
the United States. This grain must be paid for, and 
consequently many drafts will be drawn on French houses 
while drafts for a less amount will be drawn by French 
houses on business houses in the. United States. Some 
of these will be time drafts and others will be sight drafts, 
and in some cases the drawing on the different houses 
will be done by cable. 

But the French houses will have to pay these drafts as 
they fall due. They may do this by shipping gold to pay 
for them, by drawing checks against deposits or credits on 
houses in the United States, or by buying up drafts on 
American business houses and using these to offset the 
claims against them. The drafts on the American houses 
must be due at or before tke time those, on the French 
houses are due, so that the French houses can collect 
them and pay the money to the holders of the drafts on 
them. This method of offsetting draft against draft is 
the cheapest and most commonly used of the three ways. 
It means that there vnll be a big demand for drafts on 
houses in the United States and consequently that their 
price will go up. In other words, dollars will be at a 
premium and francs at a discount. 

But the demand will not be the same for all classes of 
exchange. On the day we are discussing, there may be 
an urgent demand for immediate payments. This will 
increase the premium on U. S. cables above that on sight 
drafts. At the same time, it may be that in the winter 
imports from Finance will increase, and exports to that 
country will fall off. A seasonal fluctuation like this can 
be foreseen. 
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For this reason, in the winter there will be a greater 
demand for francs and less demand for dollars, and this 
will be at the time when our time drafts on French houses 
mature. 

They may then be selling at par, altho the sight drafts 
are at a discount, for when the time drafts mature there 
will be plenty of drafts on North American concerns to 
offset them. 

Now let us consider the case of sight drafts on France 
which are at a discount If the discounts get too low, it 
will be cheaper for the French to ship over gold francs 
wiih which to pay, as these can be melted down, taken to 
the mint, and turned into United States coins. In other 
words, when the exchange on a foreign country rises 
above the par point, plus cost of transportation, plus 
insurance and other incidental costs, it is cheaper to pay 
in gold than to buy commercial paper on that country. So 
the par point does set maximum and minimum limits for 
the rate of exchange. 

Financial Status of a Country 

We now come to the third point — faith in a country's 
financial stability. After the war, it was impossible for 
many nations to supply their citizens Avith gold so that 
they might pay off their debts. This meant that the 
value of the paper drawn by an American on a French 
house depended on our belief, first, that the French Re- 
public would be able some day to give its citizens gold 
whenever they asked for it; and, second, that sooner or 
later, French exports would increase so that the French 
houses could repay us either in goods or in claims against 
the citizens of other nations. Needless to say, the law 
of supply and demand enters the case here, too, and if 



316 Financing a Business 

there were a sudden demand for francs, they would at 
once rise in value. In fact all three elements are always 
existent and interacting. 

If instead of France, we took Salvador, which is oii a 
silver basis, the same things would hold true except for 
the additional element injected thru the fluctuations be- 
tween the values of gold and silver. 

The basis of quoting exchange rates varies according to 
the country quoted. For instance, pounds sterling are 
usually quoted in their value in dollars and cents ; francs 
and other coins of comparatively low par value are quoted 
in the number that can be bought for a dollar. On the 
other hand, with Canadian money, the amount of discount 
on a thousand dollars is often quoted. 

It is often cheaper to secure exchange thru a third 
country, rather than directly with the one involved. Let 
us suppose that at this instant Canada and the United 
States are exporting to France, France to the Nether- 
lands, and the Netherlands to Canada and the United 
States. There will therefore be a demand in France for 
drafts on Canada and the United States, in the Nether- 
lands for drafts on France, and in Canada and the United 
States for drafts on the Netherlands. Thus in North 
America florins (the standard coin of the Netherlands) 
will be high while francs are cheap, and in France florins 
will be cheap. The North American, then, by bijying 
cheap francs and using these to buy cheap florins thru 
France, can offset the price of the expensive florins. This 
method of indirect exchange is called arbitrage or in- 
direct exchange. It is a little more expensive than <Krect 
exchange because of additional brokers' fees and, in some 
cases, of revenue stamps. This method may not be con- 
fined to three countries only, but may be operated thru 
several. 
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Before the recent World War, most foreign drafts were 
drawn in pounds sterling on London. While this tendency 
is still marked, the number drawn in dollars on New York 
has greatly increased. What the final outcome will be 
will depend a great deal upon the development of United 
States branch banks in foreign countries and upon 
economic conditions existing in the world at large. 

SELF-TEST QUESTIONS 

1. CHANGE IN PRESENT SALES METHODS. Wotdd this be 
necessary for an old established concern just entering foreign mar* 
kets? 

2. C. L F. SINGAPORE. Is this a greater risk than F. 0. B. 
Singapore, for an American shipper? 

8. DEFINriE QUOTATION. F. 0. B. Mobile. Is that sufficient 
for goods to be shipped to Chile? 

4. METHODS OF PAYMENT. Which are most convenient for 
the seller, and which for the buyer? 

5. DRAFT ON FOREIGN MERCHANT. Hqw would the bank 
handle this? 

6. KINDS OF PAYMENT. Is it ever better to pay in gold than 
in bills of exchange? 



V 



CHAPTEB XVin 

PROTBCTIVB AND BMBROBNCY IfBASURBS 

PSOTBOTIVB MbaSUBSB 

Many a business concern has suffered serious loss or 
even failure because the management neglected to take to 
heart the truth in the old saw about an ounce of preven- 
tion being worth a pound of cure. Common sense dic- 
tates that every possible precaution which foresight and 
experience can suggest should be taken to protect a busi- 
ness from financial embarrassment and loss. Emer- 
gencies should be guarded against, and so avoided, so far 
as possible, but, when they do come, as they are sure to 
do, the concern which has taken proper precautionary 
measures weathers the financial storm with a minimum of 
disturbance. 

These protective measures run the i^hole gamut of 
financing, and are largely measures of good policy in 
management. Some of them are indicated specifically in 
Chapters XVI and XIX. It is well, when considering 
important points of this sort, to turn back to, and to read 
over again, the other chapters of the book referred to as 
cross-references. It serves to give a composite! picture 
of the particular phase of safe financing practice under 
discussion. 

The purpose of the present chapter is to deal with a few 
of the protective and emergency measures that have been 
resorted to by business firms. The list is not complete, 
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but will serve to suggest some of the praetiees of sound 
financial mistnagement. 

Preparedness not only makes it easier to meet emer- 
gencies when they do come, hut frequently goes a long 
way in preventing emergencies from arising at all, and it 
is this double purpose which should be kept in mind in 
considering measures of protection. 

Importance of Maintaining a Reputation for Integrity 

The president of a widely known manufacturing cor- 
poration attributes the remarkable ease with which his 
concern weathered the panic of 1914 chiefly to the abso- 
lute confidence that bankers had in the integrity of the 
corporation and its officials. 

This confidence was not buUt up over night, but was the 
result of a well-defined policy of fair and square dealings 
with the banks observed thruout many years, in good 
times and in bad, and of scrupulously meeting every finan- 
cial obligation as it became due, whatever the cost. 

Integrity is a foundation stone in sound financing. To 
build up a reputation for integrity is therefore a strong 
protective measure against possible future disaster. 

Training Others for Management 

• 

Bef erence was made in Chapter XIII to the experience 
of a small concern where the wife of the manager was able 
to step into her husband's place upon his death, and to 
manage the business successfully, because her husband 
had made her familiar with the details during his lifetime. 
The owner's foresight in this way protected the institu- 
tion that he had so carefully built up. 

This case serves to illustrate a vital point in financing 
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— the protection of a buainess enterprise against the nn- 
ezpeoted Especially important is it to make proper pro- 
rbion for the so-called ''one-man" business. Investiga- 
tion shows that many concerns of this type have col- 
lapsed because they were not sufficiently protected 
against the unforeseen or the unexpected. It is not 
Enough that assistants know how to conduct the day-to- 
day routine of the business. They must be ready to 
handle any financial emergency. After a failure has 
occurred one often inquires the cause of the trouble, only 
to find that it simply arose out of the fact thai no 
one has been trained to take the place of the managing 
executive or to meet financial emergencies. Experience 
shows that the man who considers it good policy to keep 
every management problem in his own hands is practicing 
self-deception. He is progressing steadily toward dan- 
gerous ground. 

DesirahUity of Expert Advice 

There should be no guesswork or experimenting from 
a financial standpoint. No one should be put in charge of 
the financial end of a concern who does not have a basic 
knowledge of that particular line of work. But, more 
than that, he should, if possible, be a man of vision, capa- 
ble of using his theoretical knowledge as a basis for his 
planning against the unknown contingencies which the 
future is sure to bring in some form or other. 

In fact, every business should have a financial adviser 
— a man who knows the game and can discern ahead of 
time any dangerous tendencies. He may be the treas- 
urer, the auditor, or the general manager, or he may be 
the local banker. Just what he is doesn't matter so much. 
The main point is to have a man skilled in financing and 
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applying that skill in watching the condition of the enter- 
prise* 

There are many cases where a man may be a wizard at 
selling and may be able to instil enthusiasm into a sales 
organization. Yet he may — ^indeed often does — ^need a 
cool-headed financial executive to balance his enthusiasm 
and to act as a sort of pilot in steering. the vessel thru 
possibly treacherous waters. 

Building a Surplus 

After a business has reached the "going" stage, atten- 
tion should then be directed toward putting aside a sur- 
plus for a "rainy day." This is a protective measure 
which ought under no circumstances to be overlooked. In 
times of depression or other business upheaval these 
extra funds, as is pointed out more fully in Chapter 
XIX, can be used to advantage in tiding an enterprise 
over the rough places. In other words, it is considered 
unwise to put every cent back into the business. A quickly 
available surplus may be found essential to protect a 
business against failure. 

The head of one prosperous business makes it a rule to 
keep $25,000 in gold in a safe deposit vault for emergency. 
Hfs interests are large and he has other investments, but 
he feels safer thru having these available funds ready, no 
matter what else happens. Of course he loses consider- 
able profit from the money tied up in this way. Yet he 
figures that a man pays premiums and fees for insurance 
and other protective measures, and that to do so is good 
business. His theory is, therefore, that the amount of in- 
terest lost each year on such a sum is that much gained 
thru the knowledge that, regardless of what emergency 
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may arise, he has cash ready to meet the situation until 
he can realize on other securities. 

Sufficient Capital 

To be sure of a sufficiency of capital is also vital to the * 
adequate protection of a business. A progressive manu- 
facturer who has given special attention to financing has 
found that a growing concern absorbs capital much more 
quickly than is usually realized. To be prepared for this 
growth is essential to maintaining a business in balance. 
This manufacturer says he has recapitalized his business 
several times and has discovered that he never really has 
sufficient money to meet the demands of the business. He 
advises that a man must be careful not to underestimate 
the necessity for capital. 

Insuring the Executives 

Many concerns are protecting their business by taking 
out insurance on their leading executives, this insurance 
to be used to obviate any losses during the changing and 
realigning of executive management, in case an important 
officer should die. Such an arrangement as this was found 
to have become popular in a number of concerns visited. 

OTHEB TYPES OF INStTRANCB POLICIES 

There are many other types of insurance policies which 
the business concern may purchase as a protection in the 
event of emergency or loss. 

Practically everyone is aware of the importance of in- 
suring against loss by fire, and few if any business con- 
cerns would think of neglecting this precautionary meas- 
ure. Insurance against other casualties is not, however, 
so generally well known or resorted to as it might be. 



Protective and Emergency Measures 323 

Dttiing the World War very many concerns in this conn* 
try, particularly along the Atlantic seaboard, took out in- 
surance policies against riot, bombing outrages, attack 
by enemy forces, etc. Such insurance in troublous times 
is a sound protective measure. 

Another form of insurance which is closely analogous 
to fire insurance is the insuring of leaseholds. Where a 
business is conducted in rented quarters upon which it 
holds a lease on long and favorable terms, a heavy loss 
may be sustained in the event of fire which a mere fire in- 
surance policy would not cover. It is becoming a common 
practice to insure such leaseholds. x 

Credit insurance is another protective measure com- 
monly adopted by business concerns. There are several 
companies which specialize in insuring business organ- 
izations against losses from bad debts. 

The prudent financial manager takes every reasonable 
precaution that experience of precept may suggest to in- 
sure his business against every possible shock or disaster. 

Obtaining Widely Diversified Markets 

One concern which sells a commodity in general use, 
pays special attention to covering widely diversified mar- 
kets. It is not content to push its sales in the easiest or 
in the most thickly populated territories. It has built up 
a line of customers everywhere as a protective measure. 
Then if a business depression should come to manufactur- 
ing centers, its sales may still continue to be good in 
the western agricultural sections, thus serving to offset 
in some measure the slump in other districts. The head 
of the concern finds this policy to operate as a mighty 
financial help in stabilizing the factory output, which in 
turn makes financing easier and protects the business. 
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Making Customers Stockholders 

A commission dealer has appUed this idea of insuring 
his market in a somewhat different, fashion, by selling 
shares in his corporation among his clients. By this 
means he has insured a permanent list of customers who 
are likewise investors in the business. ^ 

The United Drug Company, with its chain of Bexall 
stores, has adopted a similar plan of insuring an outlet 
for its goods. Each Bexall dealer is a stockholder in the 
United Drug Company, and consequently is interested in 
buying and pushing tiie products of that company. 

Under such an arrangement care must, of course, be 
taken that control does not slip out of the hands of the 
existing management. 

Definite Business Standards 

Definite standards of financing, manufacturing, and 
selling also help to stabilize a business and keep it finan- 
cially sound against emergencies. This policy makes the 
estimating of profit and loss more accurate and enables 
the management to determine future financial needs. 
Haphazard conduct of a business is dangerous to financial 
stability. Well-defined standards minimize the dangers 
of changing policies to meet the whims of meddlesome 
stockholders, and secure orderly production and manage- 
ment. 

Carefully drawn corporate by-laws help to define and 
safeguard standard policies of financial management 
against the attacks of short-sighted or unscrupulous 
stockholders. 

On the other hand, the fact should never be lost sight 
of that what is a desirable standard today may become 
obsolete and undesirable six months or a year from now. 
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Changes in inventory standards and values during the 
years that preceded and followed the World War offer a 
good illustration of the need for constant revision of 
standards. 

What constituted an ample stock of goods in many lines 
before the war became totally inadequate under wartime 
conditions, because of the length of time required to re- 
plenish stocks, as well a^ because of the steady upward 
march of prices. On the other hand, during the years 
immediately succeeding the war boom, merchants found 
themselves confronted with the ever-present possibility 
of rapid deflation in inventory values and consequent 
losses, and the tendency was to steer a middle course^ 
somewhere between the standards of the war period and 
those which prevailed in 1915. 

Constant vigilance i^s the price, not only of progress, 
but even of survival itself. 

There can be no standing still in business ; it is a case 
of constant struggle to keep going forward. 

Thus protective measures may cover a great array of 
plans, some of which are suited to each individual con- 
cern's requirements. A few of the methods that have 
been found practicable have been outlined here. There 
are others, of course, but these are suggested as an indi- 
cation of what may be done to help a concern keep its 
finances ''right side up.'' 

Emebqency Mbasubes 

Emphasis has already been laid on the fact that every 
effort should be made to foresee and forestall emer- 
gencies, but as this is not humanly possible in every case, 
it is important to consider how to act when trouble does 
come. Let us, therefore, see briefly what others have done 
when emergencies have arisen. 
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The Help of Friends 

V 

To call upon friends for assistance, except under ex- 
traordinary conditions, is a confession of financial incom- 
petence which few men relish. When confronted with a 
real emergency, however, probably the greatest asset is 
the possession of real friends. 

Any man who conducts his business carefully usually 
makes friends who believe in him, and if he does en- 
counter difficulties he may be able to call on these friends 
for temporary help. Investigation shows that a great 
many executives have been helped over crises in this way. 
Friends, then, are perhaps the leading source of assist- 
ance in the event of trouble. 

One concern, which was expanding rapidly, got to the 
point where it was temporarily unable to meet its payroll. 
The president called on a wealthy friend who advanced 
sufficient money to cover the emergency. Another man 
was having trouble with his partner, but had not the funds 
to buy him out. He appealed to two of his friends who 
furnished nearly $25,000 to meet the emergency. Numer- 
ous similar instances could be cited of men whose char- 
acter and ability won them the financial assistance of 
their friends. 

A committee of friends, or of friends and bankers com- 
bined, also affords a possible means of saving a business 
in an emergency. This was forcibly proved in the case of 
a large manufacturing concern which had suffered a 
severe fire loss. Alone, the management was unable to 
bring the business out of trouble^ but the suggestion of a 
committee of friends, familiar with the condition and 
needs of the concern, to take over the temporary handling 
of affairs was followed out and a successful plan was 
evolved for continuing operations. 
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Open Dealing with Creditors 

A small manufacturing concern was severly hit by the 
panic of 1914. Orders were canceled right and left, and 
things looked gloomy. However, the worst of the storm 
was weathered and the manager began to see daylight 
aheadi when suddenly the largest creditor became afraid 
for his account and threatened suit. Suit under existing 
conditions meant bankruptcy, but the manufacturer kept 
his nerve. He sat down and dictated a four-page letter 
to the creditor, setting forth the exact situation of the 
business, its prospects, the plans of the management, and 
a definite program for taking care of the account by fre- 
quent and regular payments. The creditor was reassured, 
refrained from suit, and carried the account for an addi- 
tional ninety days, when it was cleaned up with interest. 

In the matter of past-due accounts, the creditor in gen- 
eral occupies a relation to the debtor which may prove to 
be a source of considerable weakness and danger to the 
latter, and this should always be borne in mind by the 
debtor. An open and businesslike attitude is ^^always ap- 
preciated by a creditor, and winning the confidence and 
good will of creditors frequently makes it possible to tide 
the business over an emergency. 

Reducing the Overhead 

Sometimes the only solution in an emergency situation 
is a ruthless swinging of the axe. Another instance taken 
from the manufacturing field will illustrate this point. A 
jobbing machine shop, which handled a great many smalK 
size orders at fancy prices — orders that required careful 
and individual handling of numerous details — ^had built 
up a large clerical and sales force to handle the many 
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details of its business. During the war some government 
contracts were taken on and Che clerical force was still 
farther increased. 

With the signing of the armistice came a slmnp. Orders 
were canceled, and the management found itself facing a 
crisis with heavy loans outstanding and a laige stock of 
high-priced ma|;erial on hand. A radical change in policy 
was decided upon, and the company went after and 
secured large-size orders of low-price products that could 
be handled with a minimum of clerical labor. The clerical 
force and the sales force were cut down to the mimmumi 
even some of the executives being ^'let out" ; one shop was 
closed, and everything else possible was done to lower 
overhead expense. Today that company is making more 
money than it ever did before, its organization is less than 
one-half what it was before the war, and its selling ex- 
pense is ridiculously low. The emergency proved a god- 
send to an alert and resourceful management. 

Heroic measures, of course, should be resorted to only 
in extreme cases. In general, foresight and proper pro- 
tective measures make such action unnecessary, but some- 
times, as in the case of this concern, a surreal operation 
is necessary to save the patient. 

Sometimes a new location, particularly for a retail 
business, helps to reduce overhead and solves an emer- 
gency diflBculty. A western store was located in a bank 
building, but the commodities it carried would not allow 
for so much expense in rent and overhead. The whole- 
saler who had been selling goods to the concern investi- 
gated and found a vacant store more adaptable to the 
business a little distance down on the other side of the 
street, and arranged with the owners for rental on a 
basis favorable to the dealers. He also sold the former 
lease for the dealer without difl5culty and helped him get 
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settled in the new location. From thit moment the retail 
merchant began to make money. The change saved him 
from going to the wall. 

Borrowing on AccovMts Receivable 

Occasionally when capital is tied up in credit sales and 
bank loans have been exhausted, it is feasible to borrow 
on open accounts. There are a number of financial con- 
cerns that make a business of loaning money on good ac- 
counts receivable. The usual practice is to advance cash 
up to about 80 per cent of the face of the live accounts, 
^ the creditor turning over the returns from the outstand- 
ing accounts as fast as they are collected. The financial 
house, of course, charges a discount for its services, but 
this may be less than the creditor would be willing to 
offer to his customers if they would pay cash. 

While this is a perfectlv conservative transaction and 
in no way changes the net worth or affects the financial 
condition of the concern, it is likely to be expensive, and 
in this connection it is well to know that sometimes your 
banker will handle the transaction more advantageously 
to you than would some qutside financial house. The fol- 
lowing experience of one business man will illustrate this. 
This man sought out his banker and asked his advice on 
pledging accounts receivable for a loan from one of these 
credit companies which had solicited this business. The 
banker, altho his customer had already exhausted his line 
of unsecured credit, volunteered to loan cash up to 80 per 
cent of the good accounta receivable, taking these ac- 
counts as security, and charging only 6 per cent for the 
transaction. Payments were made to the bank as the 
accounts were collected and the whole transaction saved 
the company a tidy sum in interest. 
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* * It usiially pays to talk things over with your banker, ' ' 
says this man. 

These are a few only of the many steps that may be re- 
sorted to by business concerns in meeting emergencies. 
Anyone who investigates the financial tribulations thru 
which practically all business concerns have passed at one 
time or another, must be impressed by the resourceful- 
ness which characterizes successful financial management 
in emergencies. An emergency does not necessarily mean 
failure. Every means should be considered before con- 
senting to admit failure. After all, by playing the gamti 
wisely and carefully, as outlined in this book, it should be 
possible for every worth-while concern to planjts finances 
so well that an emergency serves only as an opportunity 
for proving its permanent strength, and the efficiency 
and resourcefulness of its management. 

SELF-TEST QUESTIONS 

1. TRAINING AND PROMOTION OF OUR MEN. Is this ad- 
Tisable from a linaiicing point of view? 

2. DEATH OF AN EXECUTOR. What are the Tarious methods 
of reducing the loss resulting from this? 

3. SELLING TERRITORY. Is it advisable that this be extensive 
or concentrated, and why? 

4. CULTIVATION OF BANKERS* GOOD WILL. What are the 
reasons for this when times are good? 

5. LOAN ON ACCOUNTS RECEIVABLE. Where would one go 
for securing such a loan? 
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WHAT TO DO WITH YOUR SURPLUS 

The importance of building up a surplus fund as an 
aid to financing a business cannot be overestimated. 
^Unexpected demands on the treasuiy of a concern— due 
to one cause or another — ^may show a surplus fund to 
be a financial bulwark whose value may even prove to 
be of the life-saving kind. Experience has demonstrated 
its life-saving qualities, from a business standpoint, in 
numerous instances. Building up a surplus fund really 
means ''business insurance." It means providing against 
any emergency that may arise, developing every possi- 
bility for making greater profits, and placing the busi- 
ness on a surer financial foundation. It not only means 
providing something to fall back on in case of financial 
stress or unforeseen catastrophe, but something to keep 
going on, when every other provision for funds fails. 
Not that the surplus fund should be looked upon as a 
salvation for the ordinary financing of a business, but 
rather as a safety device, as one might say, to protect 
the business against possible misfortune. 

DnODBNDB 

V 

After the profit has been made, the management should 
carefully consider the expediency of the dividend policy. 
In declaring dividends the directors are, of course, gov- 
erned by the charter, by-laws, and stock oontracts of a 
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corporation. If there are any back dividends on pre- 
ferred stock they must be taken care of first. 

Dividends may be paid (1) in cash, (2) in scrip, (3) in 
stock, (4) in property. 

Cash dividends may be paid in a lump snm, semi- 
annually, or quarterly. The question may arise as to 
whether the company can spare the cash, in which event 
a distribi^tion may be made in scrip, which is nothing 
more than a promise to pay. 

Stock dividends simply redistribute the accumulated 
assets of the corporation, but in the form of invested 
capital wluch shares in the rights, to dividends along 
with the previous issue of stock. The United States 
Supreme Court has decided that stock dividends are not 
taxable as income. They are regarded simply as book 
adjustments of the assets. 

Property dividends usually come in the form of securi- 
ties. During the period of the war, for example, several 
dividends were distributed in the form of Liberty bonds 
or securities of foreign governments. 

Most corporations find it desirable to keep the dividend 
rate uniform year after year. A steady dividend rate 
insures : 

1. Higher and steadier prices on the outstanding se- 
curities of the company 

2. Eeadier sale of new securities 

3. Better credit. 

Thus when more funds are available than are needed 
for regular dividend requirements, it is generally the 
practice to pay the regular dividend rate, and distribute 
the additional funds as an extra dividend. On the other 
hand, when earnings are insufficient in any one year to 
meet the regular dividend requirements, it is frequently 
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the practice to draw apon accumnlated surplus to make 
up the deficiency; and often a special reserve fund is set 
aside for this purpose. 

The stability of profits depends to a large extent upon 
the control of markets. The Board of Directors may 
well consider whether a larger percentage of the surplus 
should be expended in market research, or advertising 
to insure the dominant position of the product. 

Changes in the requirements of working capital should 
be anticipated^ An increase in the stock of raw materials 
and supplies and an increase of wages requires largei^ 
working capital. 

Bbsbbvbs 

It is good financing practice to set aside a reserve out of 
surplus, in order to take care of special or contihgent 
needs. We have already seen that a dividend reserve is 
useful in maintaining a uniform dividend rate. Some 
other obvious purposes for which reserves may well be 
created are such contingencies as losses from bad debts, 
abnormal losses from declining inventory values, deple- 
tion of natural resources, etc. 

Usually these reserves should be kept in the form of 
cash or easily liquidated securities, so that when the 
emergency for which they are intended arises they may 
be readily available. 

What Is Subplus 

Having made provision for taking care of dividends 
and the proper reserve requirements it is the next care 
of the financial management to provide for the proper 
use of any surplus that may remain. 

Before going any farther, it is important to note just 



The Net Income and 
How It May Be Divided 




TOTAL NET INCOME 

The entire loaf af bread here ibown repretenta die total 
net income of a corporatian. 

DIVIDENDS 

The dividends uiuallj set first consideration, since repi- 
larity in dividends means satisfied shareholders and en- 
hances the reputation of the company. 



After the dividends have been divided off, a part of what 
it left vaagr well be >et aside at a "reserve" tor specific 
needt. 

GENERAL SURPLUS 

After dividends and reserve are ■ 

tlM "general Burplut." The usee to n 
described on pages 336-353. 



Fia. »4.— The Net Income t 



I How It Ms; Be Dirided 



What to Do With Your Surplus 335 

what we mean by "surplus." It is simply the value of 
the assets owned by the concern over and above the 
amount necessary to meet all outstanding obligations 
both to outsiders and to the owners of the business. The 
normal source of surplus is, of course, the profits that 
arise from transacting the business, and therefore it may 
be in the form of cash, of bills receivable, of materials, or 
of some other sort of asset. 

There often exists in the mind of the ordinary man or 
investor the popular misconception that the term "sur- 
plus" in corporate financial statements is something rep- 
resenting cash. He caimot understand the need of so 
large an amount, or why it is not paid out to the stock- 
holders in addition to the modest dividends received. 
This misunderstanding may be attributed to the lack of 
knowledge of accounting principles. 

The fact is, surplus is not cash, but it is the balance 
left over from the earnings of a corporation after the 
payment of expenses and other charges and the distribu- 
tion of dividends; and such remaining balance is then 
carried to an account designated as surplus on the lia- 
bility side of the ledger in the same manner as capital 
stock, while cash would necessarily appear on the asset 
side. 

In most corporations, part of the surplus may be in- 
vested in materials and supplies, in new construction, 
in bills receivable, or other investments. Some of the 
asset items may be convertible, while others may be of 
a permanent nature and not readily convertible into cash. 
The convertibility of assets is of prime importance to the 
banker who makes a loan. 

In a corporation the Board of Directors controls the 
use and distribution of the surplus. Increase in the sur- 
plus may originate from the following sources : 
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1. Profits 

2. Transferenoe of reBonree 

3. Donations 

4. Bevaluation of assets 

5. Sale of assets at a profit over book value 

6. Sale of stocks or bonds above par 

7. Insufficient allowance for depreciation, maintenance, 
etc. 

It is evident that not all of the funds so transferred 
to surplus should ordinarily be distributed as dividends. 
Bevaluation of assets, for example, furnishes a dangerous 
and treacherous basis for declaration of div^dei^ds and 
may seriously embarrass the credit of the institution. 
Bevaluation based on inflated prices of raw nmterials, 
may never be realized. Inflated real estate values of 
today may be wiped out in a few years by depreciation. 
Funds realized from the sale of stocks or bonds above 
par are often considered as capital items to be left in 
the business, rather than as profits available for divi- 
dend distribution* 

Making Use of the Surplus 

In this chapter we shall discuss the use of the surplus 
to strengthen the financial position of the business. There 
are two general ways of doing this: 

1. By investing the surplus 

2. By using the surplus in the business. 

Which plan is better will depend largely upon conditions 
prevailing at different times even in the same business. 
Thus, at one time it may be best to put every cent of 
surplus into stocks or bonds of other concerns, while at 
another time it will be preferable to put some of the 



What to Do -With Tour Surplus 837 

turpluB into the purchase of materials, of advertiftkif , or 
of tome other factor in the business itself. 

Investing the Surplus 

Let us consider the first method — ^investing the surplus. 
We saw at the beginning of this chapter the importance 
of accumulating a surplus fund that might be used in 
case of emergency. Clearly, the chief value of such a 
fund is the speed with which it can be turned into cash 
and used. Surplus tied up in slow-turning assets is not 
really a "fund'* at all, since it is not readily available. 

In planning for building up a surplus fund it is essen- 
tial to know the chief requirements of the business. In- 
asmuch as liberal profits depend on the everyday running 
policies of the business, a surplus fund is impossible 
unless costs and other management factors are controlled. 

Some men are so interested in the success of the one 
particular enterprise they have built up, that they often 
put back everything they make into the business* The 
most successful men agree that this is unwise. In many 
instances it has been found that where a man has devoted 
every penny to the business itself, a concern has devel- 
oped a one-man character which sometimes is dangerous 
if the owner is away or passes out of the active manage- 
ment altogether. If a man feels this way about financing 
his business, he is likely to ask, when the dull season 
comes, "Why did I invest so much in the business itself 
with everything tied up in bricks, mortar, and machinery? 
What am I going to do for ready funds V When a man 
has analyzed this feature of financing, he readily sees the 
necessity of taking some of his extra funds and putting 
them into stocks or bonds on the outside in order to have 
quickly marketable securities to sell or borrow on in an 
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emergency. Therefore, only one conclusion can be reached 
on this subject, and that is, that a man strengthens his 
financing by building up his surplus fund and then care- 
fully investing it on the outside. / 

But the question arises : ''Where shall I go to invest 
this money t Will my banker be able to handle it for me, 
or shall I go to friends or business acquaintances t" First 
of all, a man usually should go to his regular banker — 
explain what he intends to do and get all the information 
and advice on investments that he can. His banker then 
will either handle the proposition or will suggest to him 
the names of various investment bankers who are. espe- 
cially equipped to take care of any good and sound 
investment. The choice of a bank is discussed more spe* 
cifically in Chapter VUL 

When once you have chosen a responsible banker, the 
next step is to be sure that you are selecting exactly the 
kind of an investment that will be most practical for your 
own particular needs. There are several essential and 
important factors to consider in your selection of securi- 
ties, which may be listed as follows : 

1. The kind 

2. The safety 

3. The yield 

4. The marketability 

5. The diversity 

6. The time for investing. 

THE KIND OP SECTTRITIBS 

This brings up specifically the question of just what 
type of securities to choose. Four specific kinds of securi- 
ties are common to investors. These are stocks, bonds, 
notes, and mortgages. In the purchase of any of these, 
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it is well to watch out personally for all of the factors 
named above. A responsible investment banker should 
be of practical help in getting securities that are abso- 
lutely sure and sound, securities on which the banks are 
readily willing to make loans. 

K you have collateral which banks are more than will- 
ing to accept as security, your borrowing problem is made 
easy. From the standpoint of borrowing, govemmcSnt 
bonds, of course, come first as an investment. There is 
never any question as to their worth and at times they 
may be put up as collateral without any margin above 
the amount which you desire to borrow. But if you invest 
in government bonds, you will have to take a compara- 
tively low yield. With the exception of certain of the 
Liberty bond issues, government bt)nds draw up to 4 per 
cent interest only. Next come the municipal bonds, good 
railroad bonds, and some of the securities listed on the 
New York Stock Exchange. You can readily borrow 
what you want at a bank by pledging any of these securi- 
ties on a margin of anywhere from 10 to 25 per cent 
above the amount which you desire to borrow. This mar- 
gin is required chiefly because of slight fluctuations in 
the market value of these securities. The bank, of course, 
must protect itself against a possible downward fluctua- 
tion on any collateral which it accepts. Farm mortgages 
are also considered high-class security. Ordinarily, how- 
ever, farm mortgages are considered long-time invest- 
ments and business houses are not so ready to invest 
in them. Public utility bonds also may be considered a 
very safe investment. 

Again, however, it is necessary to remember that the 
market value of slich securities or stocks often fluctuates 
somewhat according to general trade conditions, and it 
is necessary, therefore, to have enough surplus invested 
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80 that yoQ can provide for the margin the b^nk may 
reqnire. It is not considered the best financing to pur- 
chase what are known as curb stocks unless you ^abso- 
lutely know the value of them or can depend upon your 
investment4)anker to tell you. Investigation will show, 
of coursci just what you may expect from most of these 
securities. 

' Likewise, all other stocks not definitely described in 
this chapter should be thoroly investigated and referred 
to your banker for an expert opinion as to their worth. 
Of course, it is sometimes argued that your banker may 
have favorite investments of his own which he will want 
to sell you and also that he will try to retain control of 
your money, even tho you may have the opportunity 
to buy on the outside. This may be true in isolated cases, 
but bankers, like other business men, see clearly that only 
as they give service and advise men without prejudice 
as to the best way to invest their funds, will their patron- 
age increase and their business become more satisfactory. 
If a man seeks the advice both of his regular banker and 
of an investment banker whom he has chosen as being 
responsible, he is likely to receive a combination of sug- 
gestions which will turn him in the right direction for 
the greatest safety and profit. 

Most bankers agree that it may be unwise to tie up 
your surplus in second mortgages, even tho the interest 
rate may be higher. Nor are chattel mortgages consid- 
ered advisable as a business investment. 

One channel often overlooked for the investment of 
surplus, especially for short terms, is found in the com- 
mercial paper of note brokers. Paper of this sort usually 
is of the bighest grade, coming as it does from firms of 
known financial standing and proved up most carefully 
by the note brokers who handle it. These notes in some 
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instances are made for only two or three months and 
draw the usual rate of interest — ^that is, the figure cur- 
rent in banking circles at any particular period. Because 
of their early maturity they are desirable for investing 
"between-times/' and furnish a readily adaptable method 
for getting a good income from idle taioney during a short 
period. 

For example, one western company always invests its 
surplus in these notes. Even tho it may need some money 
before the paper falls due, it finds the plan profitable. 
When money is needed, say in October, and a note is not 
due xmtil November, it borrows at the bank just enough 
money to bridge the slight gap and still makes a profit 
on the commercial paper. 

''We like these notes, rather than stocks, because there 
is no fluctuation in their value, * * says the president of the 
company. "Besides we know that the paper is good, so 
that we do not have to worry about any probability of 
loss." 

Above all else, bankers urge men not to speculate in 
any form with business funds. Many concerns have been 
wrecked because the officers have used company money 
for speculative investments. Instance after instance 
could be cited where speculation has finally crippled and 
even put out of running the best paying enterprises. 

"The nimiber of men who go into wild-cat schemes is 
astounding," remarks one banker. "They are only tying 
up their surplus permanently and are thus jeopardizing 
their business when emergencies or special demands 
come. This subject is worth a whole book. Many manu- 
facturers, wholesalers, and retailers have yet to learn 
the necessity of keeping their money where it can be 
got on short notice. When they buy stocks of uncertain 
value and indefinite maturity they simply lose the ability 
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to finance their business affairs rightly. So often men 
who exercise good judgment otherwise will buy unknown 
stocks from salesmen they have never seen before, just 
because wonderful profits are promised. Usually they 
put their money where it cannot be got at quickly, if 
at all." 

A manufacturing concern which had an unfortunate 
experience some years ago in tying up all its surplus in 
plant and building for rapid expansion, now has accumu- 
lated a substantial amount of ready money by putting 
it in listed industrial stocks. These investments are 
widely diversified as to the kind and the locality of the 
concerns behind them. Thus it is possible at any time to 
sell on short notice a certain amount of the stocks with- 
out sacrifice. Safety is considered first, so that any 
emergency can easily be taken care of. This same con- 
cern also believes in putting surplus money into indus- 
tries turning out materials or parts used in its own plant. 
For instance, it has purchased a half -interest in a foundry 
nearby. This foimdry is doing a good business and fur- 
nishes considerable material for the larger concern. 
Thus, by having a part ownership in it, the concern makes 
two profits on the work and is well satisfied with the 
investment. One important point here is that the fouur 
dry is only a short walk away. Every official of the fac- 
tory is able personally to investigate and oversee the 
whole proposition. Each one knows the quality of the 
foundry's output and the exact condition of its finances. 
Therefore there is no element of speculation in the in- 
vestment. 

8 AFBTT 

In the purchasing of any securities, it is vitally im- 
portant to know if they represent a real value — ^that they 
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are backed by defmite assets. It is alsp important to 
k&ow that the oompaBj whose seenrities yon purchase is 
in a financial condition to take care of every dividend 
or every item of interest promptly. Especially in dull 
timee is this a feature to look out for. Unless a concern 
is so financed that it can take care of every dividend 
promptly, it is dangerous to buy its securities. It should 
have a reasonably large surplus itself, in order to insure 
taking care of all these needs. 

If you invest in any stocks be sure to learn whether 
or not they are assessed, or carry any extra liability. 
In some states the law provides for a double stock lia- 
bility should a company have to raise more funds to carry 
on its business, or in case of inability to pay its debts. 
Under ordinary circumstances, it is obvious that no busi- 
ness man would want to be assessed above par on any 
stock which he might purchase simply as an outside 
investment All stocks should show plainly on the stock 
certificate whether they are subject to assessment or not. 

.tuld 

Surplus funds well invested, of course, become cumu- 
lative and rapidly increase if carefully handled. One 
question may eventually arise as to what may profitably 
be done with some of this surplus, whether to enlarge the 
business or improve it. In the event that it is desired 
at any time to dispose of some of the securities in order 
to realize funds to put into the business, it would be wise 
to invest in gilt-edge but low yielding securities, for which 
there is always a market. Highly prosperous concerns 
with a country-wide market, of course, do not always 
feel it necessary to divert much of their money from 
routine use because they consider their business well pro- 
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tected. Therefore, they regularly declare a stock divi- 
dend from their surplus and keep right on expanding 
their volume of sales on a carefully planned schedule. 

Other concerns having a more limited field and requir- 
ing less money for constant development may find it dif- 
ficult to make use of their line of credit at the bank. Yet 
to borrow at least a little is always considered wise, for 
it keeps your credit line active. One concern, having lit- 
tle requirement for extra funds, decided that it could 
borrow on its line of credit at an attractive rate of inter- 
est and then reinvest these borrowed funds in good securi- 
ties at a slight advance in rate. The treasurer handled 
the arrangements satisfactorily and the company now 
secures^ a small extra profit in this way, and finds a new 
method of keeping its available funds active. Another 
concern which sells to dealers on instalment is constantly 
building up a surplus fund to use in financing these sales. 
On the other hand, where money is not needed quickly 
the surplus is invested for longer periods to be used later 
in part for various purposes. 

MABKETABILITY 

Marketability of securities is of great importance. For 
instance, if you buy a bond or a stock which you cannot 
convert readily into money, in case you should need to 
do so, you are then worse off than ever unless you can 
borrow a good percentage of the amoimt you have in- 
vested from your bank, giving your invesfanent as col- 
lateral security on the loan. Outside of the return on 
the investment, the security and the marketability should 
be kept in the foreground. Some business men who do 
not care to spend a lot of time investigating securities 
will buy nothing but stocks listed on the New York Stock 
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Exchange. They are sure then of a constant market for 
whatever investment they have purchased. All secnrities 
so listed are not likely to vary much in their value. 
Usually by taking a small loss in price in case of a special 
needy you can readily get your money on any of these 
stocks. As one man puts it : 

"Surplus investments should be easily salable in times 
of panic, or shoitld at least be strong enough to use as 
collateral for a loan. A man should not invest in a penny's 
worth of stock) no matter how rosy it looks, until he has 
thoroly and personally investigated the property behind 
it, and has taken the subject up with his regular banker 
or investment broker. Were this procedure followed there 
would be fewer business failures." 



niVEBSITY 



One point to keep clearly in mind is : Never place your 
surplus capital where it will be beyond quick reach. No 
man knows when his business may be greatly in need of 
funds on short notice, and he wants to be sure that he 
can raise money on his securities whenever this need 
arises. For instance, a business man in San Francisco 
who bought bonds and stocks of local concerns before the 
great fire, afterwards found all his resources pretty well 
wiped out, at least temporarily. This brought financial 
embarrassment to him just at the time when he had hoped 
his securities would prove a real bulwark. Concerns 
that had distributed their investments over a wider area, 
including various middle-western cities, found themselves 
much more fortunate, for they were able to realize quickly 
on their holdings. 

Still another point to keep in mind is to buy securities 
of Tbusinesses in some line other than your own. For 
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instance, if you make a certain type of machinery, it 
probably wonld be unwise to invest in stocks or bonds of 
a similar company, for the reason that unforeseen trade 
conditions might cause a slump in your particular line, 
affecting not only your business but other concerns of the 
same ' Mnd. Under these circumstances you might be 
unable to realize on your surplus, just when you most 
need it in an emergency. It is much better, therefore, to 
scatter your investments in lines so dissimilar that a 
financial panic would not make it impossible for you to 
realize quickly on the^ simi of these investments. Both 
short- and long-time bonds, stocks, or notes should be 
included in your purchases. If you have some of your 
securities maturing in a short time and some in a long 
time, then your capital will be much more mobile, for, if 
you need some extra money, you are likely to be able to 
get it quickly on the short-time investments and still 
have the other for any future needs. Above all things 
it is inadvisable to buy only one security, just as it is 
inadvisable to have all of your money tied up in one 
business. It may seem unnecessary to repeat the old 
saying, *Do not put all your eggs in one basket,'* yet it 
is important to consider this in your investments. While 
a responsible investment banker considers that all of 
the securities which he sells are absolutely good, yet some 
unusual occurrence might make it hard to realize on one 
particular investment. If you have your investments 
scattered, however, you are almost bound to realize 
quickly on some of them. 

TTME rOE INVESTING 

Many men make it a point to handle their surplus in 
such a manner as to buy their securities when the markets 
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are low. Where this is possible an extra income may 
realized. Whenever it is necessary to purchase an inrest- 
ment at a premimn, the income, of coursei is reduced. A 
lot of business men, however, consider the yield as of 
secondary importance. In fact, some men even confine 
their outside surplus investments to savings deposits. 
Here the yield is only 3 or 4 per cent, yet tbe business 
man who does not want to go into the investment activity 
on a large scale may find that the putting of his surplus 
into savings deposits is very satisfactory. Sometimes a 
surplus is put into a "certificate of deposit," which may 
be used as collateral at the bank in obtaining a tem- 
porary loan. 

Thus we see the value of having a surplus fund and 
of investing it wisely. Some money should always be 
readily obtainable from sound securities, no matter what 
your line of credit at the bank may be. Either you should 
be able to sell them outright in an emergency or borrow 
something on them from the bank or individuals. 

Frequently the surplus can be used to advantage by 
putting it back into the business, and it is well to consider 
some of the ways by which this may be done. 

" Using a Surplus in the Business 

Everyone will agree that one of the most frequent dis- 
appointments business men have to face is to see an 
attractive opportunity before them for making increased 
profits and to have no surplus on hand with which to 
finance the undertaking. Lack of ready money has com- 
pelled many a concern to pass up what later proved 
to others a golden opportunity. Thus the importance of 
having surplus funds and of using them with discretion 
when the proper plan presents itself becomes clear. 
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Often the man who prides himself on putting "erery 
penny back in the business" is the one who later comes 
to see the fallacy of not having some extra money ready 
for quick use. Having funds to use in the business when 
you want them is, therefore, a big point in financing, ak 
indicated earlier in the chapter. 

Surplus may be used in the business for a great many 
purposes, such as: 

1. For experimental work in developing and perfect- 
ing specialty products 

2. For testing the demand for promising articles or 
merchandise 

3. For larger construction 

4. For added equipment 

5. For larger working capacity 

6. For acquiring additional plants 

7. For building up departments, one at a time 

8. For establishing branch organizations 

9. For developing foreign markets 

What, then, are likely to be these demands on the sur- 
plus and how shall it be used! A survey of individual 
needs will usually show what can safely and advantage- 
ously be done with so-called idle funds. The fact of 
course remains that all the ca^h required properly to 
conduct the business should be kept at work. The amount 
necessary may be comparatively limited, providing the 
company^s surplus funds in the past have been invested 
in quickly marketable securities, for then, even if you 
run short of cash, you can always raise funds from your 
investment in bonds, stock, or notes. 

Too much cash on hand has its dangers just as much 
as too little. To have a lot of it at ome's command and 
not to be planning systematically on its profitable use 
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or investment is likely to lead to over-expansion along 
an ill-advised line or to actual speculation. If not so 
expended, it may at least resnlt in unnecessary extrava- 
gance. Thus the question is raised as to how much of a 
bank balance a business should maintain. Because of 
varying types of business no hard-and-fast rule can be 
given, but ordinarily your banker can indicate a mini- 
mum balance for you, based on the line of credit you 
are entitled to. By figuring on how much working cap- 
ital is necessary to enable you to carry on each month 
and then balancing this with the banker's minimum al- 
lowance, it is possible to arrive somewhere near the 
amount advisable always to have on hand. The usual 
tendency with concerns that have reached a profit-mak- 
ing point is to run their balances a little too high — ^to 
keep more cash in readiness than necessary — ^when they 
could be investing it in short-time bonds or commercial 
paper at a small profit. Often it has been found that 
this important feature of financing has not been analyzed 
and worked out so thoroly as it might be. Every busi- 
ness man can profitably analyze his cash account and 
arrive at a proper basis for its size in proportion to 
his needs. In so doing it is well to consider some of 
the possible uses of ready money. 

Uses of Ready Money 

With ready money a man can take advantage of a sud- 
den fall of prices in securities. He can buy, in other words, 
when the market has dropped, without waiting to raise 
funds otherwise or even to get a loan at the bank. The 
business with a cash surplus has a number of other pos- 
sible advantages. An unexpected bargain in raw mate- 
rials can instantly be snapped up, while another buyer 
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may be endeavoring to raise the money for it. Above 
even the advantage of the profit obtainable is the fact 
that the business, thus ready for opportunity, is much 
more alprt and normally is financed more profitably. 

Buying a bankrupt stock is often a profitable move — 
but the cash purchaser is the one who wins out. Thus, 
by having extra money on hand, opportunities arise 
that mean unusual profits. 

Located in a farm community, a progressive merchant 
was able to take discounts in season and out of season, 
because he had analyzed his business and his location 
and saw that he must provide a surplus to take care of 
lean collection times. Extra money used wisely at the 
right time enabled him to take advantage of profitable 
discounts. As pointed out in another chapter, the taking 
advantage of discounts is too important ever to be 
"passed up" or overlooked. 

While collections should always be kept up to the mark, 
yet there are instances when, by granting an unfortunate 
dealer time and by giving him a financial lift, you save 
a worth-while outlet for your goods and do a valuable 
service besides. This you can do when you have extra 
funds to use. 

There are numerous other channels for using extra 
money profitably and wisely, but individual opportuni- 
ties of business men vary so widely that it is necessary 
only to suggest methods of employing the surplus to 
make clear how profitably it may be used anywhere and 
by any type of concern. 

For instance, a store which had accumulated an amount 
above what would be needed for expansion or emergen- 
cies used it in trying out a new line of goods, otherwise 
considered too risky to handle in the regular course of 
merchandising. In this way the concern often was able 
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to ''spring'' something novel that made a big hit and 
that advertise^ the store's enterprise. This idea could 
be carried practically, no donbt, into many other lines of 
business — manufacturing^ and so on. Any losses that 
result from experimenting in this way have no adverse 
financial effect on the business. 

Some concerns put aside a certain percentage of extra 
money for unusual publicity tests. To illustrate, one 
firm displays its wares at every convention and bazaar 
it can gain access to. If any business is forthcoming 
from this plan, it is counted as so much gain. The money 
expended is simply surplus assigned to that type of ad- 
vertising. 

A wholesale house puts away its extra funds until it 
has enough to establish a new branch. Then it builds 
the required warehouse and equips it properly. 

''We carefully invest in safe bonds or stocks at a rea- 
sonable rate of income/' says the general manager. 
"Then as fast as this surplus builds up to the point where 
we can use part of it for branch expansion we go ahead 
without any financial strain." 

Another wholesale house puts some of its surplus into 
pensions and betterments for employees. While the in- 
vestment return on this method is not measured in actual 
dollars and cents, yet it is considered worth while in the 
greater loyalty and enthusiasm engendered. 

Other purposes for which extra money can be used 
profitably include searching out and securing a better 
location; making unusually advantageous cash pur- 
chases ; testing out a new product ; investing in a side-line 
proposition or hobby; meeting ruinous competition; get- 
ting options on valuable property, and proving up a new 
experimental department. There are plenty of uses for 
surplus funds ; the point is to use them most wisely. 
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In considering the subject of ready money, three pos- 
sible methods of handling it are apparent: 

1. Depositing cash in bank 

2. Purchasing short-time securities ^ 

3. Purchasing long-time securities. 

These methods provide for two distinct uses : seasonal 
excess funds and permane^t excess funds. In other 
wordSy the cash on hand and the sho!rt-time securities 
will naturally serve for uses at seasonal times when 
some urgent improvement or unexpected purchase is 
found necessary. The long-term securities may be con- 
sidered permanent excess funds because they are invested 
for the plant or for otherwise expanding the capacity of 
the business. However, it is well to point out that even 
well-chosen, long-term securities mlay be available on 
short notice if some unforeseen circumstance arises. 
Either they, can be sold outright at a slight reduction 
below the market value or they can be used as collateral 
for a loan. If a quick turn of merchandise for profit 
can be made, then it might be much better to keep the 
securities and borrow on them, for the short time they 
are drawing interest will be slight compared to the 
advantage gained. 

Statistical Financial Analysis 

The character of financial management is finally fo- 
cused in the net profits and surplus. For that reason the 
entire financial results of the organization should be 
analyzed statistically, not only for the bearing that this 
may have on dividend policies, but also for its bearing 
on financial management. Ordinarily both sources of 
income and profit are the sales dollar. Every cost and 
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expense of the tmsinessi as well as the profit, must ccmie 
out of that sales dollar. Therefore, an analysis of the 
sales dollar for the year, and from year to year in com- 
parison, is desirable. Such a plan for division follows : 



D1VI8IDN OP A Sales Dollai 



AdmlnistratlTe Divisions 


SubdlTlslons 


Tears 


Production 


Raw Materials 

Labor 

Exp^ue 

Salaries 
Commissions 
Expense 
Advertising 

Financing 
Office 
Insurance 
Taxes 


1917-1918-1919 


Mkrketinff 




• 

Administration ^ 





Fio. d6.— Division of a Sales Dollar 

In addition to such a tabular form, a circle graph 
(Dollar Illustration, Fig. 52, p. 255) is often inter- 
esting in which the entire circle represents the sales 
dollar or 100 cents. Each item of expense then repre- 
sents a certain number of cents of the sales dollar, and 
each sector represents this fractional distribution of the 
sales dollar. 

Another illuminating comparison can sometimes be 
made by taking these figures in comparison with those 
of leading competitors. In a certain year, for example, 
the allowances of two firms of about equal size and prac- 
tically controlling production in their line were as fol- 
lows : 



Depreciation and deductions. 

Dividends 

Interest 

Snrplns for the year ^ 



Firm 1 



9.8 percent 
7.2 per cent 
0.12 per cent 
5.1 per cent 



Ffrm 2 



0.2 per cent 
7.6 per cent 
4.8 per cent 
2.0 per cent 



Pio. 67. — Allowances of Two Firms Compared 
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Saoh an analysis carried on over a period of years 
might reveal some exceedingly vital information regard- 
ing the relative strength of concerns. 

Other statistical analyses can be made in either tabnlar 
or graph form. For example, a chart showing the total 
current assets, the net working capital, and cash on hand 
might be kept over a period of years. 

A statistical table is of importance in showing the 
analysis of the net income, the dividends paid on both 
preferred and common stock, the percentage earned on 
each, and the surplus. Again, an interesting chart may 
be prepared to show the relation between gross sales, 
net income, and surplus after dividends have been paid. 

Another point often of value to he considered is what 
is known as operating ratio. This is simply the percent- 
age of operating efficiency. The operating expenses di- 
vided by the total gross income give us this percentage 
figure. The financial problems and financial safety of 
a business are vitally affected by the fluctuations in the 
relationship between gross income and operating ex- 
penses. 

The relationship is conveniently expressed in the form 
of a percentage; arrived at as above, this percentage 
figure furnishes a very sensitive and simple comparison 
from year to year. If it is 63 per cent this year and 79 
per cent next year, it is evident that there has been a 
tremendous change in the operating conditions of the 
business. 

The percentage . of gross income used in operation 
varies considerably with different types of business. In 
a manufacturing or retail business with a large turnover, 
the percentage of gross income used in paying operating 
expenses may be from i80 to 100 per cent. In a railway 
business, whjere the working capital is less, and the fixed 



The Operating Ratio 



How You 
Oetemiine it 



Oro» Income Operdtirfg Cipense Op«f-dtind l^dtio 



Pia S8.~Thr Opemtlni; Ratio. Described on Pa(« I 
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investments are larger, the percentage of gross income 
used in paying operating expenses may run somewhere 
between 60 and 70 per cent* In a hydro-electric 
power plant in which the operating expenses are rela- 
tively low, but the fixed charges on capital very high| 
the operating expenses may be less than 25 per cent of 
the gross income. 

From a financial standpoint, it is important to analyze 
what part of the operating expenses vary with the gross 
income. As a rule operating expenses do not decline so 
rapidly as gross income. A business subject to great 
fluctuations in the operating ratio cannot carry so large 
a proportion of borrowed capital as a business whose 
operating ratio is fairly constant. Bailroads and public 
utility companies, for example, can afford to borrow very 
heavily, even for capital requirements. A specialty 
manufacturing concern subject to great fluctuations in 
the operating ratio cannot tie itself down with a heavy 
interest charge, because in some years its income will 
not be large enough to meet the interest charges. 

To sum up, the plan of building up a surplus has a 
far-reaching effect in a normal, healthy business. In- 
vesting and using extra funds wisely cannot help making 
easier the financing of a business, and it makes the 
''game'' a lot more interesting. In the long run it means 
more profits and less worry, and for the most part in* 
sures a continued successful enterprise. 

CONOLUDIKG ObSEBVATIOKS 

It has been the purpose of this volume to remove the 
curtain of mystery that has hung before the subject of 
finance— -to reveal it as a subject not of magic formulae 
but of common-sense principles, and to indicate the 
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range of its scope, comprehending the entire field of 
industry and commerce. 

In closing, we should emphasize one momentous fact: 
Valuable as is the knowledge of the principles of finance, 
yet far more valuable are those human qualities without 
which all financial rules are useless. These qualities are 
vision, mastery of details, and that courage which carries 
the wise policy thru to its inevitable success. 



SELF-TEST QUESTIONS 

L HTSUBPLUa How flhaU I use it? 

2. WHAT IS SURPLUS? A concern has a large amount of profits 
left over after paying expenses, dividends, etc Is this surplus? 

3. BORROWING ON BONDS. Part of your surplus is in govern- 
ment bonds, and part in bonds of other corporations. Upon whidi 
class of bonds will the bank give you the larger loan? 

4. INTESTIN6 THE SURPLUS. You have a large amount of 
surplus to invent. WiU you prefer an investment which yields a 
larger return but is not readily salable to one with a low yield but 
which can be sold at any time? 

5. NATURE OF INVESTMENT. Is it usually best to invest your 
surplus in other businesses of the same nature that you are in ? Is 
it also wise to invest in businesses in the same locality? 

6. PUTTING THE SURPLUS IN THE BUSINESS. You have 
surplus which you want to put into your business. In what ways can 
you do this? 

7. INCREASING THE BUSINESS. How may you use your sur- 
plus to establish new branches or to establish new lines of work? 

8. KEEPING TRACK OF COSTS. How may you split up your 
'^sales dollar,** to show what the relative amounts of your expenses 
are? 
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